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Two hundred years ago, Samuel Johnson observed that a 
society’s level of civilization could be gauged by the manner 
in which it treated its poor. By that measure, the United 
States today is steadily losing ground. Whereas the number 
of officially defined poor dwindled steadily from the enact- 
ment of the Great Society programs in the mid-1960s, reach- 
ing a low of 24.5 million people in 1978, it has since risen to 
more than 32 million people. Although the economy con- 
tinues to generate large numbers of new jobs, the basic 
unemployment rate continues to rise and current projections 
show little likelihood of unemployment rates consistently 
below 10 percent until some time after 1984, if then. In the 
years to come, the creation of an equitable and workable 
employment policy will be a major agenda item for poli- 
ticians and policy makers at the state level, as well as for 
national leaders. 

This volume combines esSays by David Gordon on the 
working poor and by Roger Vaughan on inflation and 
unemployment in the 1980s; both of these studies were 
originally published by The Council of State Planning 
Agencies. Michael Barker’s introduction, new to this vol- 
ume, places the concerns of Gordon’s and Vaughan’s essays 
in contemporary context. 
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FOREWORD 


President Reagan’s proposal to “return to the states” the responsibility 
for a wide spectrum of domestic policy matters has drawn a decidedly 
mixed reaction—not only from Congressional committee barons unwil- 
ling to relinquish their patronage powers, but also from activist groups 
and others who see greater state involvement in domestic policy as 
tantamount to a retreat from the social contract of the American welfare 
state and as a positive attack on the poor, on minorities, on the quality of 
the environment, and on the safety of the workplace. Conservative and 
New Right activists, by contrast, have tended to view the Reagan “New 
Federalism” proposal as a happy means of minimizing the public sector’s 
meddling with the American economy and of reducing the governmental 
role in societal and community life—apparently hoping that many states 
will “localize” their treatment of this or that national malady in a pre- 
scription for benign neglect. Somewhere between these two extremes are 
the majority of state officials, who are desperately eager to control the 
allocation of federal program dollars but quite unwilling to assume the 
political risks associated with raising those dollars through local tax 
sources. 

For all these reasons and more, Reagan’s New Federalism, in and of 
itself, seems unlikely to have many far reaching effects on federal-state 
relations. 

Nevertheless, there are a growing number of people who believe that 
state and local governments have a larger role to play in our public life, 
and that this role can only grow through a diminished federal presence in 
certain domestic affairs. They are people who hold with Justice Brandeis 
the belief that state governments have always provided the nation witha 
margin for innovation and experiment in its public life. 

The studies that are republished in this volume grew out of the efforts 
of the Council of State Planning Agencies to explore this “margin for 
innovation.” They were the most tangible product of a four-year eco- 
nomic development project directed by Michael Barker, who was then 
the Council’s Director of Policy Studies. He commissioned the studies 
and shaped the final reports, of which more than thirty-six were issued 
over the years 1978-81. At the same time, he assembled a small group of 
economic policy consultants, including many of the authors whose work 
Duke University Press is now republishing, to provide detailed assistance 
to state officials on the implementation of the recommendations contained 
in the Council’s published research. Much of the current interest in small 
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business development, the investment of public pension funds, the decay 
of the nation’s infrastructure, and national industrial policy grew out of 
the formal and informal work of this select group. 


Robert N. Wise 
Executive Director 
The Council of State Planning Agencies 


INTRODUCTION 


Michael Barker 


For nearly thirty years following World War II, the United States took 
its economic growth for granted. Capital accumulation and the expansion 
of private employment took place at an extraordinary rate, with minimal 
prodding from the public sector. Our national commitment to economic 
equality, established with the New Deal, led to the slow but steady 
alleviation of poverty. The distribution of income and wealth came to be 
viewed by many as a purely technical matter. All that is now changed. 
Persistent inflation and a declining rate of economic growth have made 
the distribution of income a volatile political issue for the first time in 
modern American history, with many economists and political figures 
arguing that renewed economic growth is possible only by increasing the 
inequality of income distribution through a combination of reduced social 
welfare expenditures and lower effective tax rates for the wealthy. 

Two hundred years ago, Samuel Johnson observed that a society’s 
level of civilization could be gauged by the manner in which it treated its 
poor. By that measure, the United States today is steadily losing ground. 
Whereas the number of officially defined poor dwindled steadily from the 
enactment of the Great Society Programs in the mid-1960s, reaching a 
low of 24.5 million people in 1978, it has since risen to more than 32 
million people. More than 10 percent of working age Americans are out 
of work as of early 1983. Construction industry employment exceeds 20 
percent. Unemployment among black youth exceeds 80 percent. 

Although the economy continues to generate large numbers of new 
jobs, the basic rate of unemployment continues to rise, from less than 4 
percent in the late 1960s, to just under 5 percent following the 1970-71 
recession. The lowest rate of joblessness achieved in the aftermath of the 
1974-75 recession was approximately 6 percent. The partial recovery 
achieved after the 1980—81 recession brought unemployment figures not 
lower than 7 percent. Current projections show little likelihood of un- 
employment rates below 10 percent until some time after 1984, if then. 

The economic policies of recent national administrations of both poli- 
tical parties have reflected the basic belief that economic efficiency can be 
achieved only at the expense of economic equity. Thus, a higher rate of 
taxation on the wealthy is thought to reduce their incentive to save and 
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invest and, thereby, to reduce the size of the economic pie available to the 
nation as a whole. Conservative politicians have traditionally chosen to 
side with efficiency, arguing that the benefits of growth will inevitably 
trickle down to the poor. Liberals, on the other hand, have usually been 
more willing to accept a lower rate of economic growth as the collectively 
paid price for greater attention to the income and welfare needs of the 
poor and lower middle class. Yet in the real world—in the world in which 
we all live and work, produce and consume, save and invest—the trade- 
off between equity and efficiency is less clear cut. Indeed, one could argue 
just as easily that a more rapid rate of economic growth is not merely 
compatible with a more equitable distribution of income, it is in the long 
run dependent upon it. The two books in this volume attempt to show 
why. 


The U.S. economy is far from static. It is constantly adapting and 
adjusting to an endless stream of external shocks: new inventions, chang- 
ing world trade patterns, the depletion of natural resources, demographic 
change, shifts in consumer demand, revolution and war. Unless the 
economy accommodates these shocks through adjustment and adaptation 
—through changes in the methods of production, the skills of the labor 
force, the pattern of private investment—the economy not only loses 
efficiency by falling below its optimum level of output, it also imposes a 
disproportionate share of the costs of this efficiency loss on those at the 
lower end of the income scale, thus producing a loss of equity. 

Most public economic development policies at the state and national 
levels have aimed at retarding this process of change, rather than helping 
the economy to make the necessary adjustments. This would be of little 
concern if the economy was still evolving at a relatively slow rate. But the 
past decade has seen it wrenched by the most violent forces at work since 
the mechanization of agriculture and the collapse of the financial industry 
in the 1920s and 1930s. A major advance in data processing and telecom- 
munications has begun a rapid reshuffling of the type and location of 
jobs in both old and new regions of the country. The initial success of the 
OPEC oil cartel has savagely reversed a long-term decline in world 
energy prices. A dramatic expansion of international trade has confronted 
many of the nation’s largest industries with the unpleasant prospect of 
continuing low-cost competition from abroad. And, finally, the baby 
boom generation has come of age, entering both the workforce and the 
housing markets with a vengeance, creating an undersupply of entry-level 
positions in the labor market, and diverting a considerable share of 
available investment from industry to housing. 

Public policy makers might have responded to these challenges by 
devising policies which facilitated the economy’s process of economic 
adjustment, and which attempted to remove structural barriers that 
impede the shift of resources among businesses, industries, and regions. 
They might have sought to compensate those individuals who suffer from 


the process of economic change without impeding the transition process 
itself. Instead, both state and national policy makers spent the 1970s 
consumed by three successive crises: the energy crisis, the urban crisis, 
and the industrial crisis. And for each crisis, their response was much the 
same: protect those individuals harmed by economic change regardless of 
the impact of policy on the ability of the economy to make the basic 
adjustments that a new reality required. 

For example, rather than removing the many barriers to the emergence 
of conservation and alternative energy technologies—such as the costs of 
independent research and development, antiquated utility regulations, or 
access to capital—policy makers devised regulations which held consumer 
energy prices at an artificially low level, thereby increasing the nation’s 
reliance on imported oil and reducing incentives for greater domestic 
production. Similarly, policy makers chose not to retool basic education 
programs to meet the growing demands of the service economy on which 
most large cities now rely for employment growth, but to provide costly 
and inefficient subsidies to maintain artificially the viability of a relatively 
small number of urban manufacturing jobs. And, finally, policy makers 
chose not to develop programs to stimulate industrial research and 
development, or to encourage computer literacy, or to retrain workers in 
obsolete industries for jobs in growing sectors of the economy, but rather 
to provide massive tax breaks, financial subsidies, and extended unem- 
ployment insurance benefits to the automobile and steel industries. In 
short, each new crisis provided an occasion for public policy makers to 
attempt to turn back the economic clock. And in each case the result was 
much the same: public policy failed to protect either employers or 
employees from the effects of structural economic change. 

Public policies will always be ineffective so long as they reflect an 
understanding of the economy that disregards the process of dynamism 
and change. The U.S. economy is today undergoing a transition that is as 
rapid and far reaching as any in its history, the result of technological 
change and evolving patterns of world trade. This transition will dra- 
matically increase the need for trained and educated people to work in 
jobs and industries the nature of which can only be guessed at today, 
moving the nation from an economy based on the processing of materials 
(mining, construction, manufacturing) to one based much more directly 
on the manufacture and processing of information. Hence, to an extra- 
ordinary degree, the nation’s economic success in the years ahead will 
hinge on its ability to retrain workers as their existing skills become 
obsolete. At a minimum, this will mean that public employment and 
training programs can no longer be viewed as social programs with only a 
marginal impact on the nation’s growth and development. 


President Reagan is groping toward an employment program. In the 
halcyon days of 1981, he appeared to believe that unemployment was 
solely the product of excessive taxation and personal laziness. By the end xili 
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of 1982 he was saying that it was the responsibility of each American 
business to hire an extra employee. Today, he seems to have realized that 
there is little or no correlation between the skills of the unemployed and 
the technology-based jobs listed in the want ads of The Washington Post. 
It is this mismatch between the demand for labor and the skills of our 
people that he would now have our businesses resolve in a very unbusi- 
nesslike burst of corporate altruism. However slowly, however deficiently, 
employment training is entering the Reagan economic lexicon. 

Most job training is done by business. In 1983 alone, American busi- 
nesses will spend nearly $20 billion readying newly hired workers for the 
specific demands of the individual workplace, and more than $30 billion 
retraining their existing workers to meet the new demands imposed by 
technological change. By and large, business will get its money’s worth. 
After all, who is in a better position to define the skills individual workers 
need to deliver the goods than the business producing them? But business 
will not train everyone who needs training to be employable. Nor can 
business be expected to impart certain kinds of skills. Workers idled by 
plant closings, employees of small firms, welfare recipients, and those 
lacking basic educational credentials are simply not eligible for the kinds 
of training business provides. Business would not train these people even 
if it was given a special tax inducement (a “human capital tax credit”) to 
do so. Businesses are not high schools, teaching mathematics or basic 
literacy. They are not outplacement centers. They do not have the capacity 
or the time to impart basic work habits. These can only be the responsi- 
bilities of government. But they are responsibilities which the present 
system of public employment training simply cannot meet. 

As the pace of economic change accelerates, as technological innovation 
displaces old industries, occupations, and skills, the “velocity of labor” is 
failing to keep pace. This produces extraordinary human suffering, bur- 
geoning demands for public services of all kinds, and a genuine threat to 
the continuing viability of thousands of our communities. It sets class 
against class, region against region, and industry against industry—all 
competing for limited public resources in what has become not a zero, 
but a negative sum game. So long as we carry such a burden, we will 
never be able to make the social or economic adjustments necessary to 
compete in the world economy. Our economy will place increasing 
demands on the basic skills of its workers—on their ability to read, to 
write, to reason clearly and independently. And it will demand new 
skills—not only of new workers, but of existing workers as well. We too 
often forget that fully 75 percent of the American workforce in the year 
2000 is already adult, and already in the labor market. It is not our 
children who will rescue us from the demands of the new technologies, 
who will make us a people able to compete with the Japanese. It is we 
ourselves who will do this. 

Those able to afford a proper education and the periodic adjustment of 


their technical skills will find innumerable rewards in this period of 
economic transition. Their incomes will rise. Their working conditions 
will improve. Their leisure time will expand. But those who are unable to 
make these investments—for lack of family wealth, or personal savings, 
or current income—face a very different future. Already there is a widen- 
ing gulf within the labor market between the educated and uneducated, 
between what labor market economists call, with dry finality, the “pri- 
mary labor market” and the “secondary labor market.” Since 1965 the 
share of national income earned by the poorest 40 percent of our popula- 
tion has plunged from 12 percent to 9 percent. By creating economic 
opportunities only for those people able to finance investments in their 
own human capital, the changing composition of our economy threatens 
to depress this share still further. Quite apart from denying industry the 
quantities of skilled labor it will need, this growing inequality of income— 
and therefore of economic opportunity—will seriously jeopardize our 
ability to sustain economic growth and social progress. 

Further tinkering with the existing bureaucratic structure will solve 
nothing. As this is written, in early 1983, it is less than a year since Con- 
gress enacted, in the face of White House indifference, the Job Training 
Partnership Act as a replacement for the late and unlamented Compre- 
hensive Employment and Training Act. CETA had become synonymous 
in the public mind with governmental “waste, fraud, and abuse.” Few 
people were equipped with useful skills; a massive, self-perpetuating 
bureaucracy was created; and industry—the ostensible beneficiary of the 
program—shunned its graduates. The new job training act was meant to 
be a response to these problems. Unfortunately, it is turning out to be 
little more than a new rhetorical wrapping around the same old program. 

As with CETA, JTPA subsidizes training institutions, not individuals 
in need of training. Funds still flow through familiar channels to politi- 
cally tenacious but professionally ineffective training institutions. Hapless 
participants still have little or no choice in where they are trained, in what 
skills they are trained in, in what companies or industries they are trained 
for. 

As with CETA, JTPA is still subject to the vagaries of the annual 
budget process. Under CETA, it was never clear from year to year how 
much money would be provided, nor what it would be provided for. 
Would it be a public sector jobs program subsidizing the paychecks of 
local government employees? Would it be an income maintenance pro- 
gram providing stipends to a constantly changing clientele? Would it be a 
retraining program for displaced workers in older industries? Or a job 
placement service? Or a remedial education program? One never knew 
from one year to the next. Transitory fashions in public policy, rather 
than economic need, set annual priorities. 

As with the CETA, JTPA still neglects most of the workforce that 
needs government assistance in securing appropriate skills. More than 20 xv 
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million Americans will experience unemployment at some time during 
1983. Forty million Americans will remain mired in dead-end jobs paying 
poverty-level wages, with few if any opportunities to improve their lot. 
One in five members of the workforce will remain functionally illiterate 
and totally unequipped to learn the skills they need to compete in an 
economy experiencing ever more rapid technological change. But JTPA, 
at best, will train 300,000. It is yet another federal program that is wholly 
incommensurate with the problem. 

The “new alchemists” who would solve all our economic problems with 
a spirited burst of high technology also ignore reality. The number of 
manufacturing jobs in shining new high tech firms will be sufficient to 
employ only a fraction of the workers laid off in our industrial heartland. 
While these firms offer glittering prizes to scientists and entrepreneurs, 
half the jobs they provide are ill-paying and often hazardous. Most will 
soon move abroad as production techniques become standardized and 
international competition intensifies. 

The challenge of technology is not building the hardware but adapting 
and using it in millions of enterprises across the nation. Unless employees 
are capable of using the new equipment which high technologies produce, 
jobs will remain unfilled, incomes will continue to fall, and the much 
vaunted high technology industry will wither for lack of developing 
markets for its products. The missing element in our national economic 
policy is clearly a program that will allow these changes to proceed 
equitably and efficiently. 

What is needed is a means to allow every American, regardless of 
income, to make the basic investments in knowledge and education that 
will allow him to compete fairly for the rewards of economic growth and 
to contribute to our economic and social life to the fullest of his capacities. 
While policy makers should shrink from advocating the resurrection of 
federal agencies now resting comfortably—and safely—in their graves, it 
may now be the time to create a G.I. Bill for the American Worker. Its 
namesake, the least bureaucratic and most successful of all our efforts to 
publicly support education and training, allowed millions of Americans 
to finance the educations—or to acquire the technical skills—they needed 
to reenter the civilian labor force after a period of military service. Nothing 
less should be offered the unwilling conscripts in Reagan’s War on Infla- 
tion or, for that matter, to anyone drafted into service in the international 
trade wars or domestic battles of today. 

All Americans should be able to borrow sufficient funds to pay for any 
form of education or skill training available through accredited academic 
or vocational training institutions. Repayment of this debt could be cal- 
culated as a percent of gross income earned after the completion of 
training. By tying repayment to gross income, individuals whose wealth 
or current or potential income exceeds a moderate level would have a 
powerful incentive to use their own resources rather than those of the G.I. 
Bill. The repayment rate could also be periodically readjusted to assure 


the continuing solvency of the system. The availability of these loans to 
individuals would eventually replace the present inefficient and manifestly 
ineffective patchwork of federal and state support for postsecondary 
employment training, including the Job Training Partnership Act, Voca- 
tional Education, the Work Incentive Program (WIN), and Trade Adjust- 
ment Assistance. The resulting savings would allow a significant reduction 
in current payroll taxes. Educational training institutions, denied the 
annual tithing of state and federal subsidies, would be forced to compete 
for students and trainees by offering innovative and competitively priced 
curricula, and by establishing track records for job placement. The ex- 
pensive and cumbersome administrative apparatus that now absorbs so 
large a proportion of our employment training resources could be pared 
dramatically. 

This G.I. Bill would not, of course, be a panacea. But the successful 
adjustment of our economy requires both private and public investments 
of an unprecedented scope, and there is no better way to begin than by 
giving the American worker the opportunity to invest in his own economic 
potential. 


In the labor market, as in the capital market, the process of economic 
adjustment is continual: resources must move among occupations, indus- 
tries, and geographic areas. When adjustments go unmade, the swift and 
sure result is rising unemployment, a shortage of appropriately trained 
workers in growing industries, and a major fiscal strain in older states 
and cities. Particularly during periods of rapid economic change, the 
market does an extremely poor job of allocating resources. Economists 
refer to these shortcomings in the allocation of resources as instances of 
market failure. 

As with other basic resources, labor is allocated among competing 
employers through markets. The purpose of these markets is to send 
signals to market participants to indicate when and where they need to 
alter their behavior. Thus, an employer who is unable to fill available job 
slots may be receiving a signal to increase wage offerings. Similarly, a job 
seeker who fails to find employment of a certain type is receiving a signal 
to alter his expectations or to look elsewhere. When markets work well, 
the proper signals are generated and the economy responds rapidly to 
change. But markets do not always work well. Indeed, the traditional 
justification for public intervention in the economy has usually been 
couched in terms of market failure. Examples of the types of structural 
barriers producing market failure include: 

@ /mperfect information, e.g., an unemployed worker may not know 
where there are available job openings. 

® Transactions costs, e.g., the cost of relocating to a growing labor market 

may be prohibitively high for an unemployed or economically disadvan- 

taged worker. 

@ Nonconstant returns to scale, e.g., an economic activity—such asa xvii 


nationwide job information system—may be performed most efficiently 
over a wide geographic area, yet there may be no private company able to 
capture all the benefits of such an extensive system. 

@ Externalities, where an activity that generates benefits not directly 
accruing to those paying for the activity will not be undertaken at an 
optimal level, e.g., a firm will be unwilling to pay the costs of non-job- 
specific training for an employee out of fear that the employee will leave 
the company at the completion of training. 

@ Second best, where an imperfection in one market produces imper- 
fections in related markets, e.g., the denial of capital access to higher risk 
businesses will produce a rise in the rate of unemployment in higher risk 
neighborhoods. 

® Public intervention, where governmental activities—such as taxation 
or regulation—distort the operation of markets. 

Although this classification is quite adequate for many purposes, several 
relevant barriers remain unspecified. One reason for this is the static 
character of the market failure concept. In a dynamic market economy, 
there will be a tendency for market imperfections to diminish over time, 
since entrepreneurs can profit by providing a good or service that fills the 
gap. But this assumes that an adequate supply of entrepreneurs exists 
to develop these new products, and that adequate incentives exist to 
induce these entrepreneurs to bridge market gaps. This assumption is not 
always met. The second shortcoming of the market failure analysis lies in 
its implicit suggestion that the best way to foster development is to 
remove all existing impediments to the normal functioning of a market 
economy. This not only assumes that all development resources are 
bought, sold, and produced in private markets, but that these markets 
are self-organizing and self-perfectable. Rather than reflect further on 
this quaint, eighteenth-century world view, let us turn to several addi- 
tional barriers to the efficient creation and use of labor resources. 

Lack of information. Inadequate or inaccurate information is a chronic 
labor market problem, as shown by the many efforts to create job infor- 
mation banks and both public and private job placement services. Labor 
markets include both the skills market, which operates between workers 
and employers, and the training market, which operates between workers 
and those institutions that provide the training. The former market works 
reasonably well; the latter does not. (For example, an individual employee 
will seldom know what kind of training will put him in the best competi- 
tive position; yet the process of increasing the supply of certain skills can 
take several years.) 

Transactions costs. Advertising, screening, and job-specific training are 
extremely expensive activities. Transactions costs can be especially high 
when an employer hires an economically disadvantaged worker. (For one 
reason, the employer has little or no employment history on which to 

xvili base his hiring decision, and no ready network for gathering it.) This 


leads employers to hoard labor during recessions and to hire only those 
who can be screened through the recommendations of current employees 
and other employers. The combination of imperfect information and 
transactions costs reduces the ability of the labor market to adjust to 
structural economic change and produces a tendency to exclude the 
disadvantaged from job contention. 

Legal constraints. Regulations governing the minimum wage, occupa- 
tional health and safety, and affirmative action requirements may dis- 
courage some employers from hiring the unskilled. It may also encourage 
the substitution of capital for labor in order to reduce costs and the 
possibility of legal action. On the other hand, the regulatory structure can 
inadequately define an employer’s responsibility. The longer a firm can 
expect to retain an employee, or the higher the costs of termination, the 
more likely it is that the firm will provide additional training and come 
to view the development of the firm’s labor force as an integral and 
important part of doing business. This means that a greater portion of 
the costs of economic adjustment can be internalized within the business 
sector. 

Taxes. There are many aspects of the tax structure that impede labor 
market adjustment. Human capital, unlike physical capital, cannot be 
depreciated, although a computer programmer’s skills may become obso- 
lete almost as rapidly as the machine that he operates. Education or 
training costs that are not related to a worker’s current job are not tax 
deductible. The persistent failure to relate unemployment insurance 
premiums actuarially to the use of benefits penalizes low turnover firms 
while subsidizing those with a high rate of employee turnover. Thus, 
volatile companies tend to adjust labor forces rather than inventories. In 
addition, the fact that unemployment insurance premiums and Social 
Security payments are not based on a worker’s full salary raises the costs 
of low-wage relative to high-wage workers. 

Uncertainty. Uncertainty is the greatest single impediment to any form 
of investment, and a major aim of employment and training policy should 
be to reduce it. From the standpoint of policy, however, it is vital to 
understand that security is not the opposite of uncertainty. An economic 
development strategy should not be designed to secure people and firms 
in their current positions but to enable workers and investors to form 
rational expectations about the future. Risk is an unavoidable aspect of 
economic growth and development—indeed, of any evolutionary process. 
Fluctuating public policies do not necessarily increase or reduce risks, but 
they do increase uncertainty. And uncertainty deters evolution. Anyone 
betting on a single throw of the dice faces a certain one in six chance of 
winning. Uncertainty enters into the equation only if it is possible that the 
dice are loaded. Although the climate for investment often varies, and the 
course of future innovation is difficult to predict, the most significant 
source of uncertainty in the development process is the future course of xix 
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public economic policy. Will the money supply be expanded? Will new 
tax credits be available in the future? Will regulations be changed? These 
and similar considerations discourage rational long-term economic de- 
cision making. Why should a dynamic new firm strive to overcome a 
major competitor if the loser may get federal assistance and the winner be 
subject to antitrust prosecution? Why should a firm develop a new 
product if its product liability, or the regulatory environment in which it 
operates, can suddenly be changed? Why invest in a long-term project if 
future taxes are uncertain and short-term projects offer immediate tax 
relief? The greater the degree of certainty in the overall economic environ- 
ment, the more individual decision makers will be able to assess accurately 
the risks associated with individual decisions. Better risk assessment leads 
directly to more efficient decision making. Unfortunately, the erratic 
nature of public policy often contributes to uncertainty rather than 
ameliorating it. Workers may, for example, be discouraged from seeking 
alternative employment or acquiring new skills if they believe that a 
public bail-out of their firm or industry is forthcoming. 

Constraints on mobility. The structure of the transfer payment system 
has also created barriers to the effective redeployment of labor. Unem- 
ployment insurance and trade adjustment assistance benefits have surely 
prolonged the duration of unemployment for many; individuals are less 
inclined to seek alternative employment opportunities. Welfare payments, 
to take another example, are not geographically transferable. In addition, 
laid-off workers may have large investments in their houses, as well as in 
their accumulated skills; both forms of investment are largely illiquid. 
Relocation allowances, reverse annuity mortgages, and other similar pro- 
grams require far more extensive scrutiny than they have received in the 
past. 


When orthodoxy fails, the political effects are destabilizing. Washington was 
weary and frustrated by the erratic policymaking epitomized most dra- 
matically by Jimmy Carter’s last year in office when he seemed to change 
direction every other month (and managed to combine both a recession and 
double digit inflation). Carter’s Council of Economic Advisers, dominated 
by middle-of-the-road Keynesians, had been wrong every quarter for four 
years in its prognosis and predictions. If the old expertise was wrong, then 
perhaps it was time for new experts. 


—William Greider, The Education 
of David Stockman and Other 
Americans, 1982. 


Before turning to a discussion of the two texts contained in this volume, 
some mention must be made of the many changes that have occurred in 
both state and federal policy since the texts were first published in early 
1980. No other area of domestic policy has been singled out for such 
radical reform as the employment and training system. President Reagan 


and his advisers have argued that a growing economy will obviate the need 
for expansive employment training programs. Although economically 
disadvantaged workers suffer disproportionately from high unemploy- 
ment, low wages, and the absence of negotiable job skills, the adminis- 
tration has argued that here, as elsewhere, government programs have 
wrought more harm than good, and that what good has been accom- 
plished has come at an unacceptably high cost. Unfortunately for those 
whose poverty and unemployment has been the motivation for the pro- 
grams now being gutted, there is little evidence to justify the belief that 
structural unemployment problems can be reduced by an exclusive 
reliance on the trickle-down economics advocated by the Reagan adminis- 
tration. It is true, of course, that a “rising economic tide” will usually 
extend the benefits of new growth, however irregularly, throughout the 
population; doubters need only recall that the total proportion of house- 
holds with incomes below the official poverty line declined from almost 
22 percent in 1963 to less than 14 percent in 1975—a period in which real 
per capita earnings grew by more than 30 percent. Some of this change is, 
of course, attributable to the growth of public transfer payment programs 
—the War on Poverty—but most of it came from the real per capita 
income gains of low income workers. 

Employers today, however, are usually willing to hire disadvantaged 
workers only when they are unable to hire more traditional workers. 
Labor markets must be relatively tight, with unemployment rates far 
below the double digit rates now prevailing in many parts of the U.S. Yet 
public policy makers now tolerate these rates, perhaps even favor them, 
in the belief that lower rates—anything below, say, 7 percent—would 
restimulate the inflationary spiral. Because inflation is feared more than 
unemployment by both business leaders and politicians, it is unlikely that 
labor markets will be allowed to grow tight enough to provide jobs for 
structurally unemployed workers. Thus, while an increase in aggregate 
prosperity might do much for the economy as a whole, it seems im- 
probable in the extreme to do much for the disadvantaged worker. 
Complementary policies, which recognize that investments in people are 
as instrumental to economic growth and development as investment in 
buildings and equipment, are badly needed. 


The Working Poor: David M. Gordon’s “The Working Poor” 
Towards a provides a highly original analysis of the 
State Agenda evolving structure of the U.S. labor market 

and the changing characteristics of the 
nation’s poverty population. Gordon argues that an increasing share of 
the country’s poor is composed of active workers unable to obtain ade- 
quate employment because of changes in the way employment itself is 
structured in our economy. Put somewhat differently, an increasing pro- 
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portion of the nation’s “poverty problem” is really an employment prob- 
lem which arises less from the characteristics of workers themselves than 
from the way employers define the character of work through the in- 
creasingly complex job structures they employ. 

Gordon defines adequate employment—a “good job”—in the following 
way. First, it should provide a regular wage at a level which permits the 
support of a normal household at or above the lower than moderate 
standard defined by the Bureau of Labor Statistics. Approximately one- 
third of U.S. workers are currently without jobs paying even this very 
moderate wage. Second, it should provide full-time, year-round employ- 
ment to those who wish it. Currently, one-sixth of U.S. workers are with- 
out such employment—some 5 million people; an additional 10 million 
people are believed to be holding on to part-time low-wage employment 
in the belief that a search for something better would be unrewarding. 
Third, a good job should provide decent working conditions and not 
expose the worker needlessly to occupational diseases and injury. And 
fourth, a good job should allow individual workers a measure of influence 
over the pace and composition of work, freedom from employer negli- 
gence or mistreatment, and protection from arbitrary dismissal and super- 
visory abuse. 

Applying this view of the labor market to the economy at large, Gordon 
concludes that the overwhelming majority of “good jobs” are contained 
in primary industries, that is, in industries where large firms and large 
unions predominate. Yet these same industries appear to limit the number 
of good jobs they offer. Gordon offers three reasons. First, it is often 
more economical to extend the working hours of existing employees than 
to add new workers. Second, large firms actually prefer to offer poor jobs 
where they can, that is, jobs which are low paying, impart few skills, and 
afford little prospect of stability. Generally, the occupants of these jobs 
tend to be women, Southern rural workers, foreign workers, and illegal 
aliens—all groups which face various barriers to their ability to transform 
their work environment through employee organizations. And, third, 
large firms have a natural interest in limiting the extent of their suscepti- 
bility to worker influence, causing them to adopt a growing number of 
job automation techniques, and to proliferate job titles in order to break 
down the potential for common sympathies among worker groups. 

Small firms present a somewhat different problem. The highly com- 
petitive environments in which small firms operate make it difficult for 
them to finance the types of improvements in job structures or the work 
environment which would permit higher wages, better working condi- 
tions, and adequate job security. Gordon provides the first analysis of job 
quality which incorporates David Birch’s research concerning the pro- 
digious job creation power of small and young firms. Using Birch’s data, 
Gordon concludes that the very same small firms that contribute most to 

xxii employment growth are unlikely to offer stable employment opportunities 


over time. This is an important finding for development policy makers, 
particularly those who believe, as the proponents of enterprise zone legis- 
lation do, that a simple increase in the rate of new business formation will 
magically resolve the problems besetting urban economies, providing 
jobs to the needy, income to the industrious, revenue to the faithful. 
Gordon also shows that large firms have been relocating their investments 
with increasing rapidity from areas where worker organizations are 
powerful, such as the Northeastern and Midwestern states, to areas where 
workers are unable to organize effectively, including Mexico, portions of 
the southern U.S., and Puerto Rico. 

The result, in many parts of the country, has been the creation of an 
economy without a middle. Blue collar jobs in areas with traditions of 
successful labor organizing have steadily dwindled, leading to chronically 
high unemployment and lower real wages for working people. To com- 
pensate, a growing number of families must now send additional wage 
earners—wives, teenagers, retired adults living with other family members 
—out into the workforce, increasing competition for already scarce jobs, 
and driving real wages down still further. 

As an antidote to growing underemployment and joblessness, Gordon 
proposes a community-based approach to economic development—one 
which would promote the growth of private not-for-profit organizations 
to furnish needed goods and services, and provide the type of jobs that 
profit-oriented businesses seem unable to create. Traditional development 
initiatives, such as tax incentives, interest subsidies, financial assistance, 
wage subsidies, procurement concessions, and other, familiar devices, 
would be redirected to the growing not-for-profit sector of the economy, 
improving these firms’ access to raw materials, adequately trained 
workers, appropriate technology, and sufficient capital, and allowing 
policy makers to surmount the trade-off which appears to exist between 
the number and quality of jobs created by the private economy. 

The contemporary importance of Gordon’s analysis cannot be over- 
stated. In the three years since the studies in this volume were first 
published, and perhaps in some measure because of them, small business 
has come to be seen by many as something of an economic panacea, a 
key to America’s reindustrialization, a vital link in the nation’s competitive 
struggle with its Western trading partners. Conservative politicians extol 
the virtues of the risk-taking entrepreneur: his capacity to turn new ideas 
into new products and services, his creation of new wealth, and, not least, 
his traditional aversion to governmental intervention in the economy. 
Liberal and progressive politicians, on the other hand, tend to view the 
small businessman as a bulwark against the unbridled power of large 
financial and industrial conglomerates, and as a crushing counterpoint 
to those who argue that the natural evolution of a healthy economic 
system inevitably requires the consolidation of economic activity and 
industrial organization into large, nearly sovereign, transnational cor- xxii 


porations. Some portion of this interest in small business is no doubt 
attributable to the sorry performance of the largest U.S. corporations 
over the past decade. During that period, the net employment of the 
Fortune 1000 has grown hardly at all (indeed, in 1982, the aggregate U.S. 
employment of the Fortune 500 actually declined by 8 percent); by con- 
trast, small, young, and independent firms have proved to be prodigious 
generators of new jobs, creating nearly half of all new employment over 
the period. While large firms increasingly demand and receive ever greater 
tax cuts—ostensibly to aid in capital formation and the renewal of the 
nation’s industrial stock—they use their added profit levels only to accu- 
mulate cash hoards, to fund economically unproductive mergers, and to 
shift a growing share of their production facilities from U.S. locations to 
overseas tax havens. At the same time, they seize every opportunity to 
replace labor with capital, men with machines. Now, not content with 
their considerable gains, an increasing number of large corporations are 
beginning to support various forms of protectionist legislation designed to 
insulate them from the effects of foreign competition. Much of the luster 
attached to small business thus derives less from the character of small 
business per se, than from a growing reaction to the performance, both 
political and economic, of larger businesses. 


Inflation and Roger Vaughan’s “Inflation and Unem- 
Unemployment: ployment” addresses, from the perspective 


a of early 1980, the persistent failure of the 
SUUAIOS Be AUS federal government to control inflation, 


and examines the effectiveness of countercyclical public works as a job 
creation device. Each aspect of the book deserves a separate word of 
introduction. 

Vaughan offers two explanations for the failure of federal policy makers 
to reduce inflation: first, the assumption that there exists an explicit 
trade-off between price stability and the rate of unemployment; and, 
second, the belief that interest rates are a more proper and effective target 
for monetary policy than the money supply itself. 

At the time of its original publication, Vaughan’s interpretation of 
inflation was much more controversial than it may now appear. In Jimmy 
Carter’s Washington, a monetarist interpretation of inflation was viewed 
by many to entail the implicit embrace of a wide range of other, unrelated 
social policies, a calculated disregard for the impact of inflation on the 
poor, a reactionary program at best. It was then fashionable to talk of 
structural deficiencies in the markets for the necessities: food, housing, 
energy, and health care. Elaborate policies were proposed to restructure 
those markets, greatly enlarging the role of government in allocating 
scarce resources, and, correspondingly, reducing the role of the private 
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ponents proved more adept at public relations than economic analysis, 
and in part because the Carter administration could never make up its 
mind as to the kind of economic policies it wanted to pursue. In time, of 
course, it came to be seen as slightly ridiculous to assume that anyone 
offering a monetarist interpretation of inflation was also a supporter of 
the economic policies of the Pinochet regime in Chile. But this insight 
came slowly, and was no doubt further slowed by the almost complete 
lack of interest and expertise in macroeconomic policy among the pro- 
gressive economists and liberal lobbying organizations that then held 
sway in Washington. 

This history is important because it goes some distance towards ex- 
plaining the almost sullen reception that Vaughan’s book received among 
the policy makers of the Carter administration. Because many readers 
tended to focus only on what Vaughan had to say about inflation, his 
message regarding the effectiveness of countercyclical public works as a 
job creation device was ignored by many who would have profited from 
the analysis. This reaction is still important today, as many members of 
the Congress and the popular press continue to push for the enactment of 
yet another version of countercyclical public works to reduce the current 
rate of unemployment. 

Since the publication of Vaughan’s study, the debate over the proper 
conduct of Federal Reserve policy has grown extraordinarily fierce. Both 
liberal and conservative political figures now find fault with one or more 
aspects of Fed behavior, leading many to call for greater White House 
and/or Congressional control over Fed activities. 

To put Vaughan’s discussion in context, it may be helpful to summarize 
the background of this debate. Prior to Keynes, all macroeconomic policy 
was known as the theory of money; the economy was thought to be 
self-regulating, and monetary policy was believed to affect nothing but the 
level of prices; public expenditure programs played no deliberate role in 
regulating overall economic performance and growth. Despite the popular 
perception of Keynes as the father of discretionary fiscal policy and deficit 
financing, it must also be remembered that he was the foremost monetary 
economist of his day, contributing to economic policy the notion that 
monetary policy could exert a positive impact on the economy quite apart 
from its influence on the price level. The debate among Keynesians in the 
United States—an extremely diverse group which includes virtually all 
mainstream economists—has been of an empirical, rather than a theo- 
retical, nature. In particular, it has focused on an effort to define the 
precise relationship between interest rates, the money supply, and the real 
economy. During the 1960s, when fiscally oriented Keynesians ruled 
macroeconomic policy, the Federal Reserve Board was generally con- 
cerned to maintain stable interest rates, and so long as inflation continued 
at a relatively low level, it was quite successful. During the Nixon years, 
however, the Fed attempted to control both interest rates and the money xxv 


supply, and it failed miserably on both fronts. Currently, the Fed is 
attempting to control the money supply through regulation of the reserves 
in the U.S. banking system. While this has done much to reduce the rate 
of inflation, it has also produced (1) the most wildly fluctuating interest 
rates in the nation’s history, and (2) enormous instability in the money 
supply. This, in turn, has devastated the bond market, which depends on 
relatively stable interest rates. 

The second half of Vaughan’s study examines the effectiveness of 
countercyclical public works as a means of providing employment and 
building needed public facilities. Vaughan first examines the history of 
federal activity, and concludes that none of the several countercyclical 
programs initiated in the postwar period has speeded economic recovery, 
created substantial numbers of jobs for the unemployed, or failed to 
inflate construction costs. He then turns to a discussion of what state 
governments can do on their own to ameliorate the effects of recession. 

In today’s economy, the impulse of Congressmen to turn to talk 
of public works, particularly during election years, is understandable: 
millions of Americans are out of work; the nation’s public infrastructure— 
the roads, bridges, sewer and water systems, highways, ports, and water- 
ways on which commerce depends—is in serious disrepair. By using 
federal funds to put the jobless to work repairing these facilities, two 
separate problems could be addressed through a single program. 

Unfortunately for the growing number of individuals in both political 
parties who believe that every national problem lends itself to some 
simple solution, the reality suggests a very different picture. The rehabili- 
tation of an aging bridge, to take an obvious example, cannot be accom- 
plished by distributing overalls and paint buckets to those in line for 
unemployment benefits. To understand why, it is helpful to examine the 
experience of the Local Public Works program (LPW), passed into law 
in August 1976 over President Ford’s veto. LPW provided $6 billion to 
state and local governments to pay for the construction of needed public 
facilities. At that time, the economy was already one full year into a 
healthy recovery. The immediate effect of LPW was a sudden, dramatic 
slump in state/local spending for public works, for the moment it ap- 
peared that LPW would pass, state and local officials chose to defer the 
vast majority of their scheduled projects in the hope that Washington, 
rather than local taxpayers, would pick up the costs of construction. 
Funds were allocated among jurisdictions according to a formula which 
attempted to take into account such factors as the local unemployment 
rate, population loss, and other measures of economic and fiscal distress. 
Each area, however, was expected to get something. Because projects had 
to be started quickly, the tendency for federal dollars to simply displace 
state and local spending on already scheduled projects was made more 
pronounced. In addition, a large number of projects of questionable 
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examples. Those projects which were truly meritorious were virtually all 
projects that state and local governments had previously planned, and 
would have been built anyway, albeit at their own expense. By the time 
that state and local officials had completed the elaborate application 
procedures associated with the disbursement of federal funds, the 1974 
recession was long passed. In many areas, it was difficult to find idle 
construction firms able to bid on LP W contracts. Local supply shortages 
also delayed progress in many communities, as did lawsuits disputing the 
allocation procedures used to distribute funds among areas. By the end of 
1979—four years after the beginning of economic recovery—millions of 
dollars remained unspent. 

What few jobs were created by the LPW program did little to help the 
unemployed. Few advocates of countercyclical public works appear to 
understand that construction jobs are typically of extremely short dura- 
tion, as various crafts are phased in and out of use in accordance with an 
extremely tight construction schedule. Most LPW jobs lasted less than 
one month, scarcely time for LPW workers to acquire hope and sus- 
tenance, let along negotiable job skills. More importantly, few of those 
rendered jobless by the 1974 recession were even eligible to apply for 
LPW employment: carpentry, the operation of heavy equipment, plumb- 
ing and electrical work are not the kind of skills facilely acquired in the 
course of a brief site orientation. Attempts to provide meaningful training 
became entangled in interdepartmental red tape: by the time regulations 
were issued for training programs, most LPW projects were completed. 

The Local Public Works program did not fail because of bureaucratic 
mismanagement or careless bill drafting. It failed because the concept of 
countercyclical public works is irremediably flawed. The federal govern- 
ment cannot hire people quickly. Grants to state and local governments 
usually replace local with federal dollars. And the construction sector is 
no place to create jobs for the unemployed. While it is possible to recreate 
the Works Progress Administration of the Roosevelt administration and 
to fund projects that would employ labor intensive construction tech- 
niques, such an effort would be sure to provide graduates with work skills 
that are virtually useless in today’s economy. Those who grow misty-eyed 
at the memory of the WPA, and indignant at the neglect of such an 
obvious solution as the use of unemployed workers as ditch diggers on 
needed public projects, should be introduced to the backhoe, which has 
rendered ditch diggers as obsolete as blacksmiths and lamplighters. While 
we surely need to increase public spending on public works, doing it 
effectively requires the commitment of tax resources over the long term, 
not the quick fix of a one-shot federal program. And while we do need to 
provide the unemployed with a productive alternative to standing in line 
for unemployment benefits, it would be far more sensible to provide them 
with funds that would enable them to acquire useful education and 
training—in effect, the sort of G.I. Bill discussed earlier in this intro- 
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duction than to create highly specialized and largely obsolete jobs in the 
construction industry. When the economy ultimately recovers, industry 
would find its labor force better equipped to meet the skill demands of 
the coming decades, and workers themselves would find it easier to move 
from declining to growing industries. 

Vaughan then turns to a discussion of alternatives to federal counter- 
cyclical spending, proposing the creation of a network of state-level eco- 
nomic stabilization funds. Each fund would be used to finance three 
types of projects: public works, public employment and training, and 
intrastate fiscal assistance. Each program would function automatically, 
subject to legislative review, with funds released when local economic 
indicators passed some predetermined threshold. Because each program 
would address a discrete countercyclical objective, each would employ 
a different economic indicator. Individual funds would be capitalized 
through an unspecified mixture of state, local, and federal contributions. 

Stabilization funds would offer state governments several advantages. 
First, they would require little or no increase in state or local spending. 
Instead, spending would simply be retimed and redistributed over the 
course of the business cycle. Public works expenditures would be con- 
centrated in times of slack demand for construction activity. The high 
level of transfer payment expenditures that a recessionary period requires 
would be paid for, in effect, during boom years, when the fund was 
accruing, rather than disbursing, funds. State expenditures would reflect 
average revenues over the course of the business cycle rather than the 
current system of year-to-year financing. Second, a stabilization fund 
would help to maintain the integrity of appropriations during recessions. 
All too often, in both Washington and state capitals alike, recessions 
produce revenue shortfalls which require the curtailment of programs for 
which the legislature has already appropriated funds. Stabilization funds 
would eliminate the need for such draconian procedures. Third, stabiliza- 
tion funds would reduce the ever-present temptation to expand programs 
during high revenue years beyond the level that can be sustained over the 
course of the business cycle. Surging revenues during periods of rapid 
economic growth, when demands for social services are at a relatively low 
level, often encourge the expansion of existing programs beyond what 
can be sustained under tighter fiscal restraints. State surpluses, on the 
other hand, frequently lead to pressures to reduce taxes for political gain. 
A stabilization fund would eliminate the appearance of false surpluses, 
and avoid stresses our political system has proved particularly unable to 
contain. And, fourth, a stabilization fund would encourage a more 
rational approach to state-level budgeting. By blunting the fiscal impact 
of recessions and retiming capital expenditures, overall public spending 
might actually be reduced. 

Vaughan’s proposal is unusually detailed, and requires little comment. 

xxviii The only state which currently operates a stabilization fund is Michigan, 


which created the fund at the instigation of the state’s business community 
in the aftermath of the 1974 recession. Contributions and withdrawals 
are triggered by changes in the state’s rate of personal income growth. 
Between the commencement of operations in September 1977 and the 
end of 1979, when Michigan’s economy slumped into a deep recession 
from which it is yet to emerge, the fund accumulated about $275 million. 
That money was subsequently used to partially offset a massive budget 
deficit, and to forestall service reductions in a variety of areas. Had 
additional money been available in the fund, the state would have under- 
taken public works projects as well. 

Since the first publication of Vaughan’s study, the question of potential 
federal assistance to states in capitalizing such funds has been drowned in 
a sea of red ink. The federal grant-in-aid system, on which virtually all 
states rely for funding for innovative economic development programs, 
has been decimated through recent budget actions, many of which were 
supported by the states themselves. As suggested earlier, the recent pro- 
posal to revive a federal role in countercyclical construction is less a 
serious policy proposal than a political gambit made by one party against 
the other. The only basis for hope for progress on Vaughan’s proposal lies 
in the possibility that the growing concern over the state of the nation’s 
public facilities, the subject of another volume in this series, will lead 
policy makers to consider an alternative to the pork barrel spending 
practices which now dominate national policy. 


XxXIX 




















Gn play a uleg wi; 

‘me miqiitynge) sara’ 5 ua 
erat ey aber sia 
Jtiy0? mh Cpe bade 
Lyrae ME aero ales ERD 

j uted ta a ae Sears 217 hg ee 
Ra ce 
Y gl dtc Caries PrLai grits 

osht iba wilt abel, kaa 

ie 4§ eit 

ieigaw ?: (sgh 

vaoile® arpa 1 OOu 

is’ peesctay oul 

mine 9 a 

STs | dj). ol wpa zee 

Ay id | 


, 


- & et 
Sopcay.% ob 


| : 
; | Fae 


Part | 


THE WORKING POOR 
TOWARDS A STATE AGENDA 


David M. Gordon 


Het 


’  VAAHOV 
ATZA Si 





INTRODUCTION 


“We have to tell a state considering additional restrictions on 
business: ‘The next plant doesn’t go up here if that bill passes.’” 


—a corporate executive at a recent management 
conference (quoted in Silk and Vogel, 1976: 66). 


State governments are currently facing a wide variety of serious 
employment problems. Wages are low and many state residents are 
unable to make ends meet. At least in some regions, jobs are scarce and 
unemployment rates are high. Occupational health-and-safety prob- 
lems are attracting increasing attention and, in many respects, getting 
worse. And management/ labor relations have been seriously strained 
in many areas over union prerogatives and right-to-work initiatives. 

These problems are confronting State governments with particular 
urgency, in part, because other levels of government within the federal 
system will not or cannot place priority on employment problems. At 
the federal level, both the recent Republican administration and the 
current Democratic administration have explicitly sacrificed employ- 
ment programs for the sake of anti-inflationary policies. At the local 
level, the fragmentation of metropolitan governments has meant that 
city administrations cannot easily mobilize either the revenues or the 
political leverage to confront employment problems in their areas. 
State governments are left with a critical public responsibility for 
employment problems and their potential moderation.* 

Many State governments have adopted a common approach to this 
responsibility, often identified as an “economic development stra- 
tegy.” The approach begins with essential reliance on private business 
for solutions to current employment problems, hoping to support 
business efforts through some combination of public programs—such 
as tax relief, development subsidies, and supportive training 
programs. There is every indication that this approach is spreading, 
that it represents much more than a temporary reflex reaction to the 
first signs of the “tax revolt” and “Proposition 13 fever.” According to 


*Throughout this essay I have adopted the convention of capitalizing the word “State” in order to 
clarify my continuing reference to the problems and policies of State governmental units within 
the federal system. 


a comprehensive 50 state survey by the New York Times in the summer 
of 1979, “farmers, manufacturers and other business interests around 
the country have been granted state tax relief on a scale unknown in 
recent years . . . ” (Herbers, 1979). This relief has not been an 
inadvertent by-product of the citizens’ revolt against taxes, the Times 
survey concludes: 


The relief extended to business interests stemmed in part from the 
emphasis that is being placed on private economic development, both 
by government officials and other leaders throughout the country .. . 
[In addition to middle class taxpayers] the state actions were... 
intended to benefit . .. commercial interests that have long maintained 
powerful lobbies in state capitals and have capitalized on middle class 
protest. 


Many State government officials justify this approach to economic 
development on either or both of two grounds—(1) that tax relief and 
business subsidies will actually help generate jobs and reduce employ- 
ment problems; and (2) that there are no other alternatives to public 
support for private business in the employment area. 

This essay disputes that policy orientation. It argues that State 
government relief and subsidies for private business will not reduce 
and may even intensify many State employment problems. It also 
argues that other approaches, centered around public support for and 
management of non-profit, locally controlled community economic 
development programs, are possible and hold much greater promise 
for moderation and eventual solution of current employment 
problems. It argues, in short, that a careful analysis of State 
employment problems suggests the need for a dramatic re-orientation 
of State government policies toward economic development. 

This argument is developed in four steps: 


@ Chapter | reviews the character and magnitude of employment 
problems in the United States. Its major conclusion is that recent 
public discussion has largely misperceived the nature of those 
problems. The economy does not simply need more jobs, no matter 
what working and living conditions they provide. The economy needs 
more “good jobs,’* and that requirement should frame discussions of 
State employment policies. 


*Throughout this essay I continually refer to “good jobs” with quotation marks in order to 
indicate that the phrase requires definition and that the notion of “good jobs” is not a concept 
about which there is common agreement. Chapter | provides a provisional definition of “good 
jobs” and Chapter 2 a more rigorous one. 


B Chapter 2 reviews explanations of current employment problems, 
focusing particularly on why the economy does not generate enough 
“good jobs.” The discussion compares two quite different answers to 
that question: (a) the mainstream economic analysis which has shaped 
and helps justify the current strategy of tax-and-subsidy support for 
private business; and (b) an alternative structural analysis which, in my 
view, both provides a better explanation of the sources of current 
problems and helps reveal the reasons for the inadequacy of more 
traditional analysis. 

@ Chapter 3 discusses the implications of that analysis for policy 
approaches to current employment problems, focusing on how State 
governments could, in general, help generate more “good jobs” in the 
economy. The chapter argues that the distinction between the 
mainstream and alternative analyses discussed in Chapter 2 translates 
into a distinction between what can be called “traditional” and 
“community” approaches to the solution of current employment 
problems. The “traditional” approach builds upona faith that support 
of private business will a/so improve the working and living conditions 
of the vast majority of State residents. The “community” approach, 
drawing on an alternative economic analysis, suggests that there may 
actually be a conflict between support for private business and concern 
for the welfare of most State workers and residents. 

® Chapter 4 applies that discussion of general policy approaches toa 
review of specific policy tools which State governments currently 
apply or which are potentially available for the State government 
policy arsenal. Using earlier arguments about the sources of 
employment problems, the chapter distinguishes between “promising” 
and “unpromising” uses of policy instruments. If State governments 
want to help promote a much larger supply of “good jobs,” the chapter 
suggests, they will need to consider a wide variety of new policy 
directions in their employment and development programs. 


The arguments advanced in these chapters directly challenge the 
conventional wisdom. I have no illusions that these kinds of policy 
changes can happen immediately or that they would come easily if 
suggested. Viewed in that perspective, this essay seeks nothing more 
than a discussion based on common sense. | think that current 
employment policy is based on misperceptions of the problems and a 
misguided analysis of their sources. Policies based on that analysis are 
likely, if anything, to make our problems worse. It seems to make 
much more sense to move in promising (though difficult) directions 
than to pursue policies which are more likely to intensify than to solve 
the problems they are supposed to address. 
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CURRENT EMPLOYMENT 
PROBLEMS: NOT ENOUGH 
“GOOD JOBS” 


State residents confront a wide variety of serious employment 
problems in the United States. The mix of problems varies among 
states and regions. Despite the multi-dimensional and regionally 
varied character of current employment problems, however, a 
common thread runs through all of the most important problems 
throughout the country: The U.S. economy needs millions more “good 
jobs.” 

This chapter develops that argument in two sections. The first 
section reviews the current character and magnitude of the four main 
employment problems confronting State residents: poverty, unem- 
ployment and underemployment, indecent working conditions, and 
inadequate job control. The second section argues that all of those 
problems flow from a common source—not enough “good jobs.” The 
section provides both a definition of “good jobs” and a summary of the 
implications of this view of employment problems for the objectives of 
State economic development policy. 


THE MAJOR This section argues that the four main 
DIMENSIONS dimensions of employment problems 
OF STATE require urgent attention, are not going 
EMPLOYMENT away (and, in several cases, clearly getting 
PROBLEMS worse), and are not confined to any 


specific region in the country. 


Poverty Since the belated discovery of the poor 
in the early 1960s, the federal government 

has encouraged the public to consider poverty as a residual and dis- 
solving problem. The government and most economists have defined 
poverty as a marginal problem which economic growth was gradually 
eliminating. Many if not most State governments have followed suit. 
In fact, as even government studies admit, official federal poverty 
standards are inadequate.! The official Social Security Administration 
(SSA) poverty level income builds upon the estimated costs of a 
minimal necessary food basket. But as the original studies formulating 
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that budget standard noted, the food standard was based upon 
prospective diets for people seeking to survive in bomb shelters during 
civil emergencies, a nutritional diet designed only for “temporary and 
emergency use.” No one ever intended that diet as the basis for regular 
subsistence; according to nutritional studies, health problems would 
soon result if people tried to subsist at that dietary level for more thana 
few months, let alone many years. 

And still, the federal government persists in considering households 
as poor only if their incomes are too low to afford food consumption at 
this “temporary or emergency” level. Judging by these standards, the 
government and many experts have noted the virtual disappearance of 
poverty in the United States. Federal data suggest that the percent of 
the U.S. population living in “poor” households has declined from 
22.1 percent in 1960 to only 11.8 percent in 1977. By 1977, “only” 25 
million Americans lived in poverty. 

If this official federal poverty standard seems inadequate, are there 
other definitions of poverty which might more effectively reflect the 
real dimensions of poverty in the country and among States? 

Many economists have suggested applying another federal budget 
standard as a more adequate and realistic “poverty” standard—the 
“lower-than-moderate” budget standard developed and updated by 
the U.S. Bureau of Labor Statistics. Although higher than the SSA 
Standard, it provides a spare existence. For instance, each adult in the 
family is allowed two beers a week in the food budget. The entertain- 
ment budget permits each adult five movies a year. Families earning 
incomes lower than this standard, as many economists have argued, 
have trouble sustaining their families at minimal levels of nutritional 
health and well-being. The federal government does not directly 
tabulate the number of households who remain poor by this definition. 
The author has elsewhere estimated that roughly 30 percent of 
Americans live in households which, by this more meaningful 
standard, should be considered “poor” (Gordon, 1977: Ch. 4). With 
nearly a third of Americans falling below this budget standard, it is 
difficult to consider poverty a “marginal” problem. 

Is poverty a regional or national problem? Historically, because 
wages have always been lower in the South, the incidence of poverty 
has been higher in the Sunbelt than in the Northeastern States. In 
1960, for example, poverty (measured by the SSA standard) was twice 
as high in the South as in the West, North, or North Central regions of 
the United States. 

Another historic pattern, particularly since World War Two, has 
also been that poor Southerners tended to migrate to the North in 
large numbers, providing a safety valve to Southern poverty and, at 


least eventually, increasing Northern burdens for welfare expenditures 
and social services. Even after the net flow of total migration shifted 
back from North to South during the 1960s, it appeared that the net 
flow of poor migration was continuing to move northward—that, asa 
Census observer recently put it, the South “was continuing to 
contribute, on an annual basis, to poverty levels elsewhere” (Long, 
1978). 

But this historic pattern has now shifted. Since 1970, there has been 
a net in-migration of poor people to the South (and the net in- 
migration of poor people to the West has continued). As economic 
opportunities have expanded in the Sunbelt, poor people have been 
staying in the South rather than searching for steady income 
elsewhere. The incidence of poverty in the South has continued to 
decline, but much more slowly. Recent data indicate that the Sunbelt 
and the Frostbelt will become more and more similar along this dimen- 
sion. (See Pack, 1978.) 

It is important to note, finally, that poverty by either standard is not 
principally a problem of those who cannot work—the elderly or 
disabled or single parents without access to day care facilities. In the 
early 1970s, even according to the SSA poverty standard, a majority of 
all poor people lived in households where the head worked at least 
some weeks during the year; a quarter of the poor lived in households 
where the head worked year-round (Plotnick and Skidmore, 1975). 
Measuring by the BLS “lower-than-moderate” budget standard, the 
heads of nearly a third of poor households in 1975 worked full-time 
and year-round. Only about one-fifth of the poor (as measured by the 
BLS standard) lived in households where the head did not work at all 
(Gordon, 1977). 

In short, millions of U.S. households earn too little to support 
themselves at a minimally adequate standard of living and a 
substantial majority of those households—as high a fraction as four- 
fifths—remain in poverty despite the fact that the households’ heads 
worked at some time or another during the year.? This means that, for 
most of the poor in the United States, their poverty does not arise 
because they cannot find work or are incapable of holding a job. 
Rather, their poverty continues despite the fact that they work 
repeatedly and often steadily. Correcting their poverty would require, 
therefore, higher wages on the jobs they hold, not more jobs at 
prevailing wage levels.3 


Unemployment and The second dimension of State employ- 
Underemployment ment problems has received the most 
attention in recent discussions of regional 9 


decline and growth. The media seem to suggest that unemployment 
has become an essentially rezional problem, concentrated in the “de- 
clining” Northeast. But these impressions are somewhat misplaced. 
They reflect much too partial a view of the problem of “unemploy- 
ment.” When we consider the issue more broadly as an issue of jobs— 
of “employment” itself—then we begin to see that there are severe 
problems of unemployment and underemployment throughout the 
country. The main difference between regions lies in the form in which 
these general problems manifest themselves. 

What is the general problem? In the U.S. economy, most people are 
not able to support themselves (at adequate incomes) for long unless 
they can find stable and decent employment. This means that the basic 
problem of employment, unemployment, and underemployment hasa 
simple definition. People have “employment problems” when they are 
unable to secure a steady job which pays an adequate wage or salary. 
Some people experience this “problem” in the form of unsteady 
employment. Others experience it in the form of inadequate wage or 
salary. Many experience the problem in both forms. In any case, 
unemployment rates—as most economists now admit—measure only 
part of this nexus of problems. 

The conventional government definition of unemployment includes 
only those people without a job who have looked for a job during the 
past four weeks. This means that a wide variety of people with 
“employment problems” are not counted in the unemployment rates: 
(1) those who would like to work but have grown discouraged from 
their search and have stopped looking, (2) those who want full-time 
work, cannot find it, and have settled for part-time work; (3) those who 
work full-time but earn inadequate labor incomes; (4) those who might 
be looking for jobs in the civilian labor market but who, for largely 
economic reasons, are settled elsewhere—in prisons, for example, or in 
the armed forces; and (5) those whom the census takers never locate. 

As with the problem of poverty, the federal government has 
consistently failed to compile data which would fully measure this 
broader conception of what many economists now call “underemploy- 
ment.” Some approximate estimates of the problem have been de- 
veloped, however, incorporating various definitions of critical 
concepts like “adequate” wage-and-salary income and “discouraged” 
workers (Gordon, 1977). In 1975—the most recent year for which 
complete data were available at the time of calculation—the “official” 
unemployment rate was 8.5 percent. By the most conservative 
combination of definitions of “underemployment,” a minimum of 16 
million people—or 17 percent of the labor force—suffered employ- 

10 ment problems. By more liberal definitions—including the spare BLS 


“lower-than-moderate” budget standard as the basis for “adequate” 
wage-and-salary income—roughly 35 million workers—or 33.8 
percent of the labor force—were “underemployed.” 

In other words, at a minimum, twice as many workers suffer 
employment problems as the official unemployment data suggest. 
More plausibly, something like four times the official unemployment 
rate experience basic employment problems. By the more inclusive 
definitions, roughly a third of the labor force is unable to secure a job 
providing adequate wage-and-salary support. 

These figures don’t even account for the “steadiness” of those jobs. 
All employment data, including the expanded figures for under- 
employment discussed above, measure such problems at one time. 
They do not provide estimates of the number of people, for example, 
who experience unemployment at one time or another during a year. 
Roughly two and a half times as many people experience at Jeast one 
bout of unemployment during a year as those counted as unemployed 
at any time during the year. Indeed, so severe are the problems of 
steady employment in the United States, particularly during the 
current period, that only two-thirds of all workers are able to work 
full-time year-round. 

In short, somewhere from a third to a half of all U.S. workers suffer 
employment problems of one sort or another. These problems are not 
simply confined to central city ghettos in declining States. 

Nonetheless, there are important differences in the character of 
those employment problems among States and regions. 

In the Northeast, one of the most important problems has been 
rising relative unemployment rates. Compared to the national 
average, the official rates of unemployment in the Northeastern States 
have been increasing steadily since the late 1960s. This has meant that 
national economic growth has been less and less likely to generate 
additional employment opportunities for those living in the Frostbelt 
region. 

In the Sunbelt, in contrast, the major problem remains one of low 
wages. Throughout the Sunbelt region, many jobs pay wages which 
are far too low to support workers and their households at adequate 
income levels. Although aggregate per capita income in the Sunbelt 
has been increasing more rapidly than in the Frostbelt during the 
recent period of regional shift, it remains true that much of the Sunbelt 
employment generated during the region’s recent prosperity has not 
afforded employment at decent wages for much of the Sunbelt labor 
force. 

In both regions, despite these differences, the basic problems are 
similar. Even in the Sunbelt states, unemployment rates are often very 


11 


1S) 
wQ 
re} 
SS 
i= 
2 
3 
Q 
5 
wy 
= 
Q 





high. In 1977, for example, when the national “official” unem- 
ployment rate was 7.0 percent, Alabama, Arizona, California, 
Florida, Mississippi, and South Carolina all had unemployment rates 
above the national average. Even in the Frostbelt, where average 
wages have been higher, millions of jobs pay far too little for adequate 
household support. In 1977, for example, 36 percent of all households 
in the ten largest Northeast and Midwest central cities earned less than 
$10,000—the level required for a family of four to achieve the BLS 
poverty standard. 

It is important to emphasize, moreover, that simply expanding a 
State’s employment base does not provide full protection against the 
problems of unemployment and underemployment. Many jobs 
typically provide unsteady employment, jobs in which workers are 
particularly likely to suffer dismissal or layoff. Many of the same kinds 
of jobs also typically provide such low wages that they do not establish 
a foundation for households’ maintaining an adequate standard of 
living. A large number of studies have recently shown that very high 
proportions of workers suffering frequent bouts of unemployment and 
of those earning inadequate wages are concentrated ina group of what 
we can call “secondary” or “poor jobs.” (See below for definitions; see 
also Edwards, 1979; and Gordon, 1980a, for a summary of recent 
studies. )* 

Does unemployment and underemployment really matter? Isn’t it 
possible for State government officials to remain content with 
expanding employment and to pay less attention to the quality of the 
jobs which workers find and hold? Why should State economic policy 
focus on the third to half of jobs which fail to provide steady 
employment at decent wages rather than the seven percent of the labor 
force which is unemployed at any given moment? 

Many economists have pointed out that high unemployment rates 
and unstable employment opportunities impose heavy social service 
costs on State and local governments—not only through public 
support of the unemployment compensation system but through 
higher relative welfare and social service costs. These costs of high 
unemployment and low wages seem fairly obvious. 

There are some more subtle and possibly more important social 
costs of underemployment. Crime offers one of the most important 
examples. High and rising crime not only imposes property losses on 
local residents but also creates an acute sense of public insecurity and 


*Throughout this essay I refer to “poor jobs” as the opposite of “good jobs” and requiring similar 
definition. The definition emerges from the definition of “good jobs” later in this chapter and 
then again in Chapter 2. 
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social malaise. Crimes are not solely or even primarily committed by 
marginalized citizens—by roving bands of professional criminals. 
Recent economic evidence suggests that crime varies directly and 
closely with two critical economic variables—unemployment and 
inequality. As unemployment rises, so does crime. And as the gap 
between the incomes of the wealthy and the relatively poor increases, 
so do crime rates rise. The largest proportion of those who commit 
“street crimes” are people who occasionally work in “secondary” jobs, 
who suffer frequent bouts of unemployment, and whose wages at work 
are inadequate to support their families (McGahey, 1979). 

These direct effects spill over between the generations. Problems of 
underemployment among parents contribute to feelings of frustration 
and low expectations among children. Those communities in which 
underemployment rates are high tend also to be those in which a 
variety of social problems persist among teenagers into young adult- 
hood. The quality of schooling suffers, which infects future oppor- 
tunities for children who themselves come from families supported by 
steady jobs. The consequences of underemployment spread through- 
out such communities like ripples in a pond (see Gordon, 1975). 

The problems of unemployment and underemployment, in short, 
cannot be marginalized. Millions of U.S. workers are unable to find 
steady jobs at decent wages. This underemployment creates severe 
problems not only for those workers directly affected but also for 
many others in neighboring communities. 


Indecent Working Another dimension of State employment 
Conditions problems has only recently received seri- 
ous attention. Many jobs expose workers 
to treacherous hazards, including the risk of fatal accidents or poten- 
tially fatal diseases. Since the passage of the Occupational Safety and 
Health Act of 1970, working people have been complaining more and 
more frequently about these basic hazards. And their complaints have 
finally begun to highlight the enormity of the problem. 
Conservative government estimates suggest that between 115,000 
and 200,000 Americans die each year from an occupationally related 
accident or disease. At least two million workers suffer occupational 
accidents every year; some government studies have suggested that so 
many accidents or diseases go unreported that closer to 20 million U.S. 
workers suffer some kind of occupationally related accident or disease 
each year. Recent studies have suggested that at least one in four U.S. 
workers is exposed to working conditions which increase their risks of 
potentially fatal disease.4 
Many media reports on occupational health-and-safety problems 
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have tended to view the sites of this exposure as confined to limited 
pockets in specific industries—like the mining or the textile industries. 
Obviously, however, it would be difficult to draw a map of the U.S. in 
such a way that one out of four workers (exposed to potentially fatal 
working conditions) were isolated in a few pockets of dangerous 
industrial areas. 

Comprehensive data on the geographic incidence of health-and- 
safety problems are difficult to muster and interpret. One reasonable 
index of the geographic distribution of problems can emerge from 
cancer mortality figures. Most studies conclude that from two-thirds 
to three-fourths of all cancers are environmentally caused and that 
large proportions of those cancers result from on-the-job exposure. 
The variation of cancer mortality among States therefore provides an 
interesting glimpse at the varying intensity among States of dangerous 
working conditions on the job. 
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Data for cancer mortality among States for 1969 reveal a common 
pattern. States with the traditionally highest concentration of 
manufacturing industry and population have the highest cancer 
mortality rates: New Jersey, Rhode Island, New York, and 
Connecticut, forexample, were the four States with the highest rates in 
that year. This common pattern suggests an obvious implication for 
the Sunbelt states. As industry shifts to the South and West and as 
population density also increases, there is a strong likelihood that 
cancer mortality rates will increase as well. Sunshine may be the best 
disinfectant, as Justice Brandeis once remarked, but no one has yet 
shown it to provide a cure for cancer. 

Many health-and-safety problems are also concentrated dispropor- 
tionately in “poor jobs.” Industrial accident rates are highest in some 
industries like mining and construction where the character of the 
work is especially likely to expose workers to physical hazards. But it 
turns out that accident rates are also highest in industries where high 
competition and low profit rates mean that firms rely on outmoded 
technology, cannot afford improvements and maintenance, and must 
drive their workers unusually rapidly to try to keep up their profits. If 
we compare accident rates among manufacturing industries in the 
1960s and 1970s, for example, we find that accident rates in what 
economists sometimes call “peripheral” industries average roughly 
twice as high as those in “core” industries. (See Chapter 2 for 
definitions.) (Health problems deriving from carcinogenic substances 
are much more widespread throughout industry.) 

Health-and-safety problems are not disappearing, moreover, but 
have intensified since economic instability began to intensify during 
the late 1960s. Industrial accident rates increased by 27 percent 
between 1963 and 1970 after years of decline. During the 1970s, based 
on new and more comprehensive data collected under the auspices of 
the Occupational Safety and Health Administration, workdays lost 
from industrial accidents increased by one-third, on average, between 
1971-73 and 1975-77. 


Job Control Many workers also face serious employ- 

ment problems because they have rela- 
tively little control over their working conditions, exposing them to 
the risks of employer negligence or mistreatment. A variety of employ- 
ment problems can sometimes flow from this common source: The less 
influence workers have over the pace and organization of work, the 
more vulnerable they may be to health-and-safety problems. The less 
protection workers have against arbitrary dismissal and supervisory 
abuse, the more difficulties they may have with sudden layoffs and 


intermittent employment. 

These concerns have fueled workers’ historic drive to win the right to 
unionization. During the 1930s, according to most labor historians, 
workers participating in the drive to form industrial unions were at 
least as concerned with supervisory abuse—leading to demands for 
grievance procedures—and arbitrary hiring and promotion—leading 
to proposals for seniority systems—as they were with more tangible 
issues like wage rates. (For example, see Bernstein, 1971: p. 774 ff.) 
These concerns also obviously motivate more recent union support for 
strong government regulation of health-and-safety hazards. 

One measure of trends in workers’ influence over their working 
conditions, therefore, focuses on trends in unionization. The evidence 
here suggests a very clear tendency. The percentage of the non- 
agricultural labor force represented by labor unions increased steadily 
during the 1930s and 1940s. It peaked at roughly 35 percent in the early 
1950s and has since fallen to roughly one quarter. In many Western 
European countries, by contrast, the percentage of the labor force in 
unions ranges from half to more than two-thirds. While labor union 
membership is hardly sufficient to provide workers with substantial 
influence over their jobs, it is nonetheless much more difficult for 
workers to improve their working conditions without the protection 
and leverage which labor unions help afford. Why has there been such 
a striking decline in relative union representation? 

Business leaders often argue that declining proportions of workers 
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want to join unions because unions fail to serve their interests. Union 
leaders typically argue that millions of additional workers would join 
unions if there were not so many obstacles in their paths and if 
companies opposed unions less insistently. 

There is certainly some truth on both sides. Several observations 
seem to support the union argument. First, the relative decline in 
union strength coincides historically with the period since the 1947 
passage of the Taft-Hartley Act, which dramatically increased firms’ 
ability to resist unionization and reduced the tools with which unions 
could seek to organize workers. Second, there is plentiful evidence that 
current legislation does not fully guarantee workers’ rights to unionize, 
since companies can and frequently do delay elections and contract 
negotiations for years through stalling and legal challenges. Third, 
recent surveys indicate that roughly a third of workers not currently 
represented by labor unions would prefer to join and be represented by 
unions.°> 

Some other observations provide at least partial support to the 
business argument: Unions have become increasingly likely to lose 
decertification elections during the 1970s, for example, indicating that 
significant portions of workers have been willing to express their 
dissatisfaction with their current union’s practices. Second, recent 
surveys also indicate that large portions of current union members are 
only moderately satisfied, at best, with their unions’ performance. 

There is a composite interpretation which probably more accurately 
reflects recent historical experience than either the business or union 
arguments. It seems reasonable to conclude that very large portions of 
U.S. workers want a significant degree of influence over their working 
conditions but that many are not currently satisfied with the manner in 
which some labor unions help provide such influence and that business 
opposition to union and worker influence, in many quarters, also 
substantially increases the obstacles to workers’ influence (much less 
union representation and effectiveness). Is there evidence on worker 
preferences for influence over their working conditions? The same 
recent surveys indicate that more than 90 percent of U.S. workers want 
at least “some say” over wage determination, conditions affecting job 
security, and decisions affecting health-and-safety conditions. It seems 
reasonable to conclude that the recent relative decline in union 
strength and the aggressive business promotion of its own interests 
have not been increasing workers’ ability to realize these preferences. 

It is important to note, finally, that this problem of worker influence 
is not simply a regional problem, confined to those areas, particularly 
in the Sunbelt, where workers have traditionally faced the greatest 
difficulty in organizing unions. It is true that rates of unionization 


differ substantially between the Frostbelt and the Sunbelt. In 1974, for 
example, more than 30 percent of the (non-agricultural) labor force 
was unionized in most of the Northeastern states, while from seven to 
17 percent of the labor force in the Sunbelt states was unionized. But it 
is also reasonably clear that the issue of worker influence over working 
conditions affects State economic policymakers throughout the 
country. As firms have tended increasingly both to move away from 
the Frostbelt areas of the country (both to the Sunbelt and overseas) 
and as many companies have moved more and more aggressively to 
combat union influence, workers and State government officials in 
even the more pro-union states have experienced substantial pressure 
to grant more privileges and concessions to business in their areas. 
This has begun to have two important effects. First, even unionized 
workers are feeling growing pressure to relax their demands for greater 
job security and safer working conditions. Second, the “demon- 
stration effect” of unions has probably been weakéning. While it has 
historically been true—and most business observers would agree with 
this observation—that union successes in unionized sectors have 
pushed non-union employers to improve wages, job security and 
working conditions in order to try to forestall unionization, it seems 
likely that the recent decline in union strength and the recent increase 
in corporate aggressiveness have moderated this pressure on non- 
union employers—particularly in traditional union areas like the 
Northeast. 

These two effects combine to generate a common result: Almost all 
workers in the United States want some effective influence over their 
wages, job security, and working conditions, but recent developments 
have tended to push that objective further and further from their 


grasp. 


SO WHAT’S All four of these main dimensions of 
A “GOOD JOB”? current employment problems reflect a 

common denominator: The U.S. econ- 
omy provides too few “good jobs.” Problems of poverty, underem- 
ployment, indecent working conditions, and inadequate job control all 
reflect this underlying problem. 

Simple employment is not enough. As Eli Ginzberg, a noted 
manpower economist, has concluded (Ginzberg, 1977) “most 
specialists would agree that the following [job] characteristics are 
significant: wages, fringe benefits, regularity (or intermittency) of 
employment, working conditions, job security and opportunities for 
promotion.” As Ginzberg also concludes, “more often than not,... 
favorable elements go together.” A “good job” is one which provides, 
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therefore, adequate wages and fringe benefits, job security and stable 
employment, decent working conditions, and opportunities for both 
advancement and control. 

I shall provide estimates of the number of “good” and “poor” jobs in 
the U.S. economy after I derive a method for more precise definition in 
Chapter 2. In the meantime, it is important to review and clarify the 
argument about the importance of “good jobs” for State employment 
policies. 

One of the arguments about the importance of “good jobs” can be 
stated simply: Simple job expansion by itself will not guarantee 
solution to any of the four main dimensions of State employment 
problems: 


@ If job expansion creates “poor jobs,” poverty is unlikely to moderate 
significantly, since large numbers of the poor already work in “poor 
jobs.” Indeed, recent estimates indicate that 92 percent of a 
representative sample of households who had received welfare over a 
five-year period had household heads who had worked at some time or 
another during that period (Harrison; 1979). The problem lay in the 
quality of jobs they held, not in the presence or absence of work itself. 
@ If job expansion creates “poor jobs,” the real problems of 
unemployment and underemployment are unlikely to abate more than 
marginally. Growing numbers of economists agree that many workers 
move in and out of “poor jobs” with great frequency—suffering layoff, 
dismissal, or disappointment in their hopes for stable employment 
with potential advancement. While we might reasonably expect that 
measured “official” unemployment rates might decline if the aggregate 
rate of “poor job” expansion increased, it is not at all clear that the 
numbers of people who experienced unemployment at some time or 
another during the year would decline or that the rate of 
underemployment would be affected to any significant degree. 
@ If job expansion merely increases the number of “poor jobs,” there is 
a significant likelihood that workers’ exposure to unsafe and possibly 
injurious working conditions would increase dramatically. “Poor 
jobs” are not only much more likely to manifest health-and-safety 
problems but they are also much more likely to expose workers to the 
problems of stress and anxiety which flow from intermittent 
employment and arbitrary supervisory authority (Luft, 1978). 
@ Job expansion does not necessarily provide improved opportunities 
for advancement and job control. If the number of “poor jobs” 
increases, the problems flowing from inadequate control may increase 
correspondingly. (See Chapter 2 for elaboration of this point.) 
There is another argument about the importance of “good jobs” 


which reflects the indirect consequences of the quality of work: Simple 
job expansion by itself may do nothing to moderate (and may actually 
intensify) some of the most serious social problems currently plaguing 
State and local governments: 


@ A wide variety of studies have shown that people who receive 
welfare benefits and commit “street crimes” often work in “poor jobs.” 
Indeed, it appears that welfare and crime incidence increases with the 
gap between the incomes and working conditions of “good” and 
“poor” jobs—rather than increasing with higher unemployment by 
itself. The more that the U.S. labor market confines certain groups of 
people to “poor jobs” and seems to preclude their entry into “good 
jobs,” the more the economy will reinforce the circulation of many 
people among the labor market, welfare, and street crime ina kind of 
continuous flow (Harrison, 1974, 1979). 
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@ These arguments can be extended to even more generalized 
observations. Many note declining work satisfaction among U.S. 
workers and a growing cynicism about the country and its prospects. If 
job expansion does not provide growing proportions of the labor force 
with “good jobs,” then we must certainly accept the possibility that 
labor market developments will do nothing to counter these trends 
toward dissatisfaction and cynicism. Charles Wilson used to argue 
that “what is good for General Motors is good for the country.” One 
might suggest a more plausible maxim: “What is good for people’s jobs 
is good for the country.” The more that people can enjoy decent wages, 
job security, decent working conditions, and job control, the more 
likely they will be to contribute positively to the country’s political 
economic welfare. The greater the numbers of people who are confined 
to “poor jobs,” the greater the risks to our general welfare and the 
strength of the social fabric. 


The argument of this chapter can be simply summarized. As we 
review State employment problems, it appears that we must define 
those problems somewhat more carefully than is common in general 
public discussion. It appears that the moderation of State employment 
problems requires more “good jobs,”’not simply more jobs of whatever 
quality and characteristics. This suggests that we must pose a very 
specific question for further discussion. Why does the U.S. economy 
fail to generate enough “good jobs”? 


Footnotes to Chapter 1 
1. On the inadequacies of the federal poverty definitions, see Levine (1970) and Rainwater (1975). 


2. It is important to emphasize once again that almost all the data upon which these kinds of 
conclusions depend revolve around the federal (SSA) poverty standard. Despite all the 
inadequacies of that definition, the federal government does not provide data which would 
permit accurate conclusions about the relationship among welfare, poverty, and employment. 
Without such data, many of these conclusions remain approximate. 


3. For a useful summary of the indications that poverty has not, in fact, been reduced and that it 
remains a critical and sizable problem, see National Advisory Council on Economic Opportunity 
(1979). 


4. For basic references to data sources and summaries of these magnitudes, with appropriate 
discussion of the definitions on which they rely, see Ashford (1976) and Berman (1979). 


5. These observations on workers’ preferences about unions and working conditions all derive 
from Institute for Social Research (1979). 


® 
2 
WHY AREN'T THERE 


ENOUGH “GOOD JOBS”? 


Recent discussions of State economic development problems have 
typically pointed toward strategies of support for private investment 
and job expansion. These strategies flow not only from business 
pressure but from an underlying assumption—that market pressures 
and adequate corporate profit levels will promote the kinds of 
aggregate and regional growth necessary for the moderation of 
employment problems. The pervasiveness of the current “economic 
development strategy” derives in part from the prevalence and uncon- 
tested acceptance of these assumptions. 

The foundation for these common viewpoints lies in mainstream (or 
“neoclassical”) economic analysis. In order to ask why the economy 
does not provide enough “good jobs,” we must obviously explore 
mainstream analyses of employment and income. This chapter reviews 
the predominant mainstream analyses of jobs and wages and 
compares those views with an alternative “structural” explanation of 
employment problems. Four main points are developed in the course 
of this review: 


@ Mainstream economic analysis provides an inadequate account of 
labor market behavior, fundamentally compromising the policy 
recommendations which depend on it. 

@ In particular, it provides a misleading set of answers to our questions 
about why the economy fails to provide enough “good jobs.” 

® An alternative structural perspective appears to provide a much 
more promising account of labor market mechanisms and the deter- 
mination of wages and employment. 

@ In particular, this structural perspective seems to offer a coherent 
and consistent explanation of the economy’s insufficient supply of 
“good jobs.” 


MAINSTREAM Neoclassical economists typically burst 
ECONOMIC with confidence about their explanatory 
ANALYSIS powers. But recent events have tempered 


that self-confidence. 
Many State and local officials have asked some obvious questions, 
for example, about the causes of rapid regionalemployment shiftsand 23 
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the relative decline of the Northeast. There are pieces of analysis which 
might potentially help, according to many mainstream economists, 
but there is no consistent underlying framework which fits all those 
pieces together. Two leading regional economists introduced a recent 
book of essays on Revitalizing the Northeast with exactly this kind of 
warning. Constructing a coherent theory of regional growth and 
decline, they admitted, “severely taxes present theoretical capacities as 
well as empirical resources . . . [There] is little we can do but be 
cognizant of this limitation and make it explicit” (Sternlieb and 
Hughes, 1978). 

If this kind of hesitation is so pervasive, why are so many economists 
nonetheless confident about the kind of “economic development 
strategy” which dominates recent public discussions? I would argue 
that the underlying too/s of mainstream economics provide the basis 
for recent policy formulations and that economists’ continuing 
confidence in those basic tools frames their support for specific 
economic development strategies. In order to reconsider the basis of 
current policy perspectives, we must briefly reconsider the funda- 
mental analytic perspective of neoclassical economics itself.! Two 
main aspects of that perspective warrant primary attention—its focus 
on “supply and demand” and its focus on workers’ “productivities.” 


Traditional Supply The starting point for most traditional 
and Demand Analysis economic analysis is the classic supply- 

and-demand framework. This set of ideas 
begins with some simple premises: In market economies, buyers and 
sellers adjust their demand and supply until they agree on a common 
price and quantity for the goods and services involved. Once they 
agree, an exchange takes place. The logic of the process is supposed to 
guarantee a stable “equilibrium,” or resting place, for the exchange 
process. If we assume that there are available supplies of resources and 
prevailing “tastes” or preferences, then we can assume that the 
economy will keep reproducing the same basic structures of allocation 
and exchange over time. 

This framework, in general, has an obvious implication about the 
sources of change in market economies. Since a market equilibrium 
will be continually reproduced with given resources and tastes, 
changes in the basic pattern of allocation must be caused by changes in 
basic resources and/or tastes: nothing would change if there weren’t 
changes in what the market began with in the first place. This suggests 
that important economic changes must be due to significant shifts in 
the underlying conditions of supply and demand, not in the market 
processes themselves. 


What does all this have to do with analyses of State employment 
problems or regional decline and growth? 

Many analyses of current State economic problems begin with the 
basic supply and demand framework. They assume that there was 
some moment in the recent past when State and regional economies 
were in equilibrium, when buyers and sellers in factor markets and 
buyers and sellers of final goods and services were content with the 
terms of their exchange. The accelerating changes in State and 
regional fortunes, this framework suggests, must be the result of some 
underlying shifts in the conditions affecting the supply and demand of 
factors of production and goods and services. 

The examples of this kind of analysis seem fairly obvious: 


@ Many current problems are attributed to basic shifts in people’s 
preferences about where they live. Much of the shift to the Sunbelt has 
been explained by a rapid movement in population for reasons of 
climatic preference. Once population began to shift, according to this 
argument, jobs began to follow. Nothing internal to the economy 
changed at all. The economy simply made accommodations to the 
change in people’s preferences about residential location and older 
people’s growing capacity to satisfy those preferences. 

@ Many analyses also place a strong emphasis on energy constraints. 
Particularly since 1973-74, the costs of energy have been increasing 
rapidly. Climatic conditions tend to create different energy costs by 
region, and some historic differences in transportation patterns 
compound these variations in energy costs. Industry has been moving 
to the Sunbelt in growing numbers, the analysis concludes, because it 
can no longer afford the relatively higher energy costs of Frostbelt 
production. Nothing changed in the way the economy works, but 
changes in the technical conditions of energy resource production and 
distribution generated significant changes in market outcomes. 

@ Business decisions about location also depend heavily on other 
conditions affecting their supply curves, economists argue, like basic 
wage costs. If industry has been moving to other regions where wages 
are lower, the supply and demand perspective suggests that it must be 
happening at least in part because wages have been rising “too rapidly” 
in the regions from which capital has been fleeing. Nothing about the 
economy has changed, once again, but some external changes in the 
power of workers and their unions to increase their wages has 
unsettled the traditional spatial equilibrium and driven business away. 


The character of this supply and demand analysis helps explain why 
it appears to many economists that there is no coherent analysis of the 
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dynamics of regional decline and growth. Within that general analytic 
framework, any change in underlying conditions—no matter how 
large or small, long-term or temporary—has equal credentials as a 
source of changes in market equilibria. And none of the changes is 
necessarily connected to any others. Each of the factors, as the authors 
quoted above also admit, is seen as a “discrete factor” in isolation from 
every other factor. The analysis seems more like a patchwork quilt 
than a structured analytic framework. Nothing matters more or less 
than anything else. 

There are two main theoretical problems with this supply-and- 
demand framework. First, it assumes that everything can matter, and 
all changes in any conditions are equally likely to have some important 
effects in causing serious employment problems. In this sense, the 
analysis is very undiscriminating, failing to distinguish between 
different kinds of causes or different orders of importance. If 
something small happens—like small changes in workers’ wages—the 
analysis assumes that those small changes are sufficient to bring about 
continuing and structurally important changes in economic condi- 
tions. 

At first blush, this seems to be a plausible assumption. When we 
investigate its implications more carefully, however, it seems 
inherently implausible. It suggests that economic resources are 
organized in a sufficiently flexible manner, that firms can always and 
automatically make necessary marginal adjustments in resource 
allocation and production. But the real economic world involves 
significant structural rigidities. Firms can’t change to a new location if 
there is no transportation, no infrastructure, no marketing mech- 
anism, no stable governmental support for their needs, no regular 
accommodation with workers and labor unions. Just as a bee sting 
may not phase a hippopotamus, small changes in the costs and 
markets affecting firm decisions may not have any immediate impact 
simply because they are dwarfed by the more fundamental 
determinants of business activity. Structural rigidities, in short, may 
preclude small changes in the business environment from having much 
influence on basic paths of economic development no matter how 
“real” or “important” those small changes may seem. (This will have 
critical implications, as we shall soon see, for analyses of “economic 
development strategies” like reduced business taxes.) 

The second main theoretical problem with the supply-and-demand 
framework is that it depends on the notion that the market is 
automatically self-correcting, that problems and inefficiencies in the 
economy will work themselves out smoothly. In neoclassical economic 
theory, this notion depends on several critical assumptions: (a) that 
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economic markets are very competitive (and that firms cannot affect 
their economic environment); (2) that everyone in the markets has 
more or less perfect and immediate information about all alternative 
exchange possibilities; and (3) that buyers and sellers have more or less 
equal power to affect market outcomes. 

But none of these assumptions makes much sense as a Starting-point 
for analyses of the modern U.S. economy. (1) The largest corporations 
can clearly exercise significant influence over their environments; few 
markets are “perfectly competitive.” (2) Information is very spotty and 
imperfect, with some insiders not only getting it more quickly than 
others but also actively hiding it from their competitors and potential 
market partners. (3) Market transactions typically involve buyers and 
sellers of very uneven and unequal power—large firms and small firms, 
large corporations and individual workers, firms and consumers. 

If, indeed, these three assumptions make little sense, we cannot 
easily assume that the market has generally been in “balance” or 
“equilibrium” and that important changes have emanated from factors 
outside of the market framework. It would be just as plausible to 
assume that the economy was constantly in a state of “imperfection” 
and change, that large and powerful economic forces and actors, like 
corporations, are always trying to achieve differential advantage 
through manipulation of market exchange, and that they are 
frequently capable of achieving these kinds of results. Their activities 
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and influence, rather than “external” events, might easily explain 
many of current employment problems. 

None of this means that supply-and-demand factors never matter. It 
suggests, rather, that the supply-and-demand framework builds from 
such misleading assumptions that we should never assume it is the only 
useful perspective for analyzing economic issues like State employ- 
ment problems. Indeed, on theoretical grounds alone, its weaknesses 
suggest that we should place high priority on developing and 
considering alternative economic analyses. When we look at the most 
important structural factors affecting economic change, it may turn 
out that supply-and-demand adjustments are much /ess important 
than the economic environment and power which establish the 
boundaries within which market forces have effect. 


Productive Efficiency A second important theoretical perspec- 
and Workers’ Skills tive informs many traditional discussions 

of State employment problems. This view 
pays principal attention to the characteristics of workers in different 
regions, States, and cities, building from analyses of the supply of 
labor in different labor markets. It suggests that firms may have 
trouble producing efficiently in particular areas if there are too few 
available workers possessing the skills those firms need. If they can’t 
find the right kinds of workers, they may go out of business or move 
somewhere else. 

During the recent rush of proposals for business tax reduction and 
investment subsidies, this focus on labor supply and workers’ skills has 
received less attention than in earlier years. During the 1960s, 
however, economists’ preoccupation with workers’ skills dominated 
local, State, and federal manpower policy. Almost all public policies 
designed to solve “employment problems” aimed at improving the 
skills and working attitudes of less-skilled or “disadvantaged” 
workers. Although that emphasis no longer dominates public policy in 
this problem area, the analysis which framed the earlier preoccupation 
with workers’ skills still remains as an important backdrop to current 
discussions of State employment problems. Several examples 
illustrate its persistence: 


@ Many who discuss employment problems in older central cities 
ascribe some of the problems of present or potential central city 
employers to the low skills and poor working habits of ghetto workers. 
This often leads to the suggestion either that minimum wage levels 
should be lowered or that firms cannot be attracted to those areas in 
increasing numbers unless they receive heavy skills-training subsidies. 


@ The skills perspective provides a convenient excuse when discus- 
sions turn to the millions of workers, particularly those in older central 
cities, who have difficulty finding work. If their job problems can be 
attributed to their low skills, then business can comfortably shift the 
spotlight of employment discussions to the workers and away from 
employers. And if one could reasonably argue that individuals are 
responsible for making basic decisions about how higha skill level they 
have attained—which economists of the “human capital” school 
essentially argue—business can even more comfortably allow “blame” 
for workers’ problems to settle onto the workers’ shoulders. “What can 
you expect?”, one hears employers asking. “If they didn’t have the 
sense to stay in school and acquire skills, how can they expect to 
compete in today’s job market?” 

Those who place special emphasis on the problems of productive 
efficiency and workers’ skills would all agree that there are only two 
possible solutions to the problems highlighted by this analytic 
preoccupation: More money should be invested in subsidy of workers’ 
skills improvement; and workers should receive encouragement— 
mostly called “motivation”—to improve their skills. Since many also 
argue that skills are best acquired on the job, the former policy 
suggestion typically devolves into suggestions for subsidies to 
employers for on-the-job skills training. And both suggestions provide 
an easy excuse for fatalism: If there is not enough public money 
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available to support skills programs, or if “disadvantaged” workers 
simply won’t commit themselves to their self-improvement, then there 
is nothing more we can hope to accomplish. You can lead a horse to 
water, one hears, but you can’t make him drink. 

There are two main theoretical problems with the workers’ skills 
perspective. 

First, the perspective, as typically applied, encourages a critical 
theoretical mistake in the way it views workers’ productivities. A given 
worker’s productivity is actually a function of two kinds of factors— 
the features of the job in which the worker is employed and the 
worker’s own skill or productivity characteristics. If a brilliant and 
dextrous college graduate works in a piece-work garment shop, there 
are obvious limits to his/her productivity. If an “unskilled” worker 
with little job experience manages to land an auto assembly job, that 
worker’s “productive contribution” to the firm and the economy may 
suddenly soar—even though the worker has changed neither skills nor 
attitudes. 

In this context, one cannot establish a priori whether workers’ 
employment problems should properly be attributed to their own lack 
of skills and good working attitudes or to the paucity of available jobs 
which, no matter how low their initial skills, would permit highly 
productive use of those skills. The way in which traditional analyses 
typically discuss workers’ skills completely overlooks this theoretical 
indeterminacy. Those analyses suggest, however implicitly, that 
unemployed or underemployed workers would be able to solve their 
labor problems on their own if only they learned more and worked 
harder. In fact, pending more careful investigation, it would be 
perfectly consistent with this analytic emphasis on workers’ productiv- 
ities to conclude that there is nothing that “disadvantaged” workers 
could do “on their own” until the supply of “good jobs” dramatically 
expanded. 

The second theoretical problem relates directly to the first. Most 
traditional analyses of skills dramatically mis-state the kinds of skills 
which make workers “productive.” There are some jobs in the 
economy, to be sure, which require considerable education, critical 
intelligence, and problem-solving capacity. (The author’s own 
research suggests that these jobs comprise, at most, one quarter of all 
jobs in the economy; see below). Most jobs require nothing of the sort. 
Workers with virtually no skills and no training can easily learn the 
necessary tasks. What matters most, in those situations, is workers’ 
relative willingness to work hard at relatively undemanding and 
boring jobs. That willingness depends, in turn, primarily on the job 
security and monetary rewards available in return. This argument 
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suggests a quite simple theoretical conclusion. In most jobs, workers’ 
success may have nothing to do with the level of their “cognitive” 
achievement, or IQ, or reading and writing skills, or manual dexterity, 
or specific vocational skills, or other attributes conventionally 
associated with workers’ “productivity.” Their productivity and their 
success may depend, in contrast, on the wages and job security of the 
job which they find through the labor market. Policies which aim 
primarily at improving workers’ skills, viewed from this consideration, 
might make little or no difference in improving the job opportunities 
of more “disadvantaged” workers. 

There is also a wide variety of empirical evidence one can marshal 
against the traditional arguments about workers’ skills. Three 
examples of such evidence should help convey the weakness of the 
traditional concern about “disadvantaged” workers’ skills. 

First, many studies have found that workers with more education 
and vocational training earn relatively higher incomes only in a 
narrow range of professional and technical jobs. In at least two-thirds 
of all occupations in the economy, workers’ employment success— 
measured by their wages or annual incomes—bears almost no 
relationship to their formal “skills” training and is almost completely 
determined by the characteristics of the industries and jobs in which 
they work. Even if their schooling experience has helped channel them 
into the jobs they have, it is only because firms rely on school degrees 
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as “screening” devices, not because there is anything about their 
formal skills training which prepares them specifically for the jobs they 
hold or precludes their learning how to do other kinds of work 
(Gordon, 1972; and Edwards, 1979). 

Second, some pioneering empirical work has documented the 
critical importance for workers’ job success of their attitudes to their 
jobs. One study found that workers’ “dependability” and “responsive- 
ness to authority” in middle-level bureaucratic jobs was three times 
more important in explaining their wages and supervisors’ rating than 
the combined influence of their education, cognitive achievement, or 
previous formal skills training. Those who were content to accept the 
behavioral demands of the job did relatively well, while those who 
weren’t were penalized by their employers. “Skill levels” mattered 
much less (Edwards, 1976). 

Doesn’t that raise the possibility that there are some workers who 
have such poor work attitudes that they just can’t adjust to the world of 
work? The third piece of empirical evidence places that question in a 
very special light. During the late 1960s, many corporations instituted 
special training programs for “disadvantaged” workers. The results of 
those experiments were striking and uniform: people with poor work 
experience blossomed in jobs where they were promised security and 
advancement, while people with comparable backgrounds grew 
restive in training and motivational programs which did not point 
directly toward jobs with similar promise (Cohn, 1971). The 
experience suggested, very concretely, that the horses would drink 
water if they were convinced that it was the real thing. 

These considerations suggest that, for most jobs and workers in the 
U.S. economy, what matters most is the character of the jobs available. 
If the job provides decent rewards, workers will be able to perform in 
them with little additional training and encouragement. If the job 
provides “indecent” rewards, many if not most workers will prove 
surprisingly immune to inducements for skills advancement and 
motivational incentives. If skills and motivation don’t matter in some 
jobs, why should workers care about them anyway? 


Mainstream Analysis This initial review of mainstream eco- 
and the Supply nomic analysis provides enough back- 
of “Good Jobs” ground to highlight the neoclassical 
answer to the question motivating this 

chapter. Although most mainstream economists rarely focus on the 
question of “good jobs” as such, we can nonetheless infer how they 
would answer our question, “why aren’t there enough good jobs?’? 
Neoclassical economists would argue, in general, that there is a 


shortage of “good jobs”—assuming even for a moment that they 
would accept the arguments of Chapter I—because of some 
combination of a shortage of skilled workers, suitable technology, or 
capital funds/ profits for investment or higher wages. Each of these 
possible explanations requires separate attention. 

The argument about workers’ skills relies on a supply argument. If 
we define “good jobs” as those which, in particular, pay decent wages 
and provide adequate job security, then neoclassical economists would 
argue that employers can only afford to provide “good jobs” if there 
are workers whose skills and productivity warrant such rewards. It 
would logically follow, within the neoclassical perspective, that a 
paucity of “good jobs” must mean—to a very large degree—that there 
is an insufficient supply of workers with enough skills to justify 
additional “good jobs.” 

But there is plenty of evidence which suggests that there has beena 
growing surplus of workers with very substantial skills and that a 
corresponding increase in “good jobs” has not resulted. Berg (1970) 
and Freeman (1976) have shown, for example, that the supply of 
college-educated workers with substantial “general educational” skills 
has increased steadily since the 1950s, but that the number of jobs 
utilizing those skills has stagnated. The neoclassical perspective would 
have suggested that employers should have created jobs which made 
increasing use of those workers’ skills. Nothing of the sort has 
happened. Similarly, many studies have shown that large numbers of 
workers in “poor jobs” are very “over-qualified” for those jobs; this 
surplus supply of relatively skilled labor has not resulted in the 
creation of more new jobs which would utilize those surplus skills 
(Gordon, 1972; Edwards, 1979). 

There is little convincing evidence, in short, that employers have 
created more “good jobs” even though there have been increasing 
supplies of workers with productive skills. 

Similar problems confront the second kind of explanation which 
neoclassical economists would offer for the inadequate supply of 
“good jobs”: that workers’ productivity depends not only on their 
skills but also on the technical support they receive. If workers can 
work with more machines and coordinate technology, their produc- 
tivity can increase (even if they have relatively lower skills). If there 
were more productive technology around, there might be more “good 
jobs.” 

The available evidence does not dub this explanation the crown 
prince of plausibility. Large corporations have been using more and 
more advanced technology at a continuing rate throughout the post- 
war period. As we shall see below, however, their use of technology 33 
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and automation has generally reduced the level of employment, not 
increased it. Moreover, large corporations have increasingly deployed 
advanced technology in regions and countries where local conditions 
permit their paying low wages and avoiding union influence. For the 
time being, at least, it appears that (a) rapid automation tends to 
eliminate jobs, not to create them; and (b) large corporations are 
taking advantage of their current leverage over workers to modernize 
in areas where workers’ chances of securing decent wages and 
adequate leverage over their working conditions are least promising. 
This suggests that we cannot easily assume that accelerated business 
investment in new technologies would contribute to the pool of “good 
jobs” in the United States to any significant degree. 

These arguments help frame the third neoclassical argument—that 
there would be more “good jobs” if businesses had more funds for 
investment or higher wages. Let us distinguish between small 
competitive firms and large corporations. Among small businesses, 
there is no guarantee that an increase in investment funds available to 
those firms would necessarily create “good jobs”; it may be that the 
competitive conditions and insecurities confronting those businesses 
will preclude their creation of “good job” opportunities no maiter how 
rapidly their profits increased. Among large corporations it seems 
likely, particularly during the current period, that (a) they have 
adequate capital funds anway (Fortune reported that the 500 largest 
industrial corporations earned profits in 1978 at the highest rate since 
the mid-1950s); (b) that they are very likely to apply large portions of 
their available funds to mergers and acquisitions, not to productive 
investment; and (c) that whatever productive investments they make, 
for the reasons adduced in the previous paragraphs, are not necessarily 
likely to generate more “good jobs.” 

It seems necessary to conclude, in short, that neoclassical economics 
provides flawed tools for the analysis of employment problems and 
does not provide a promising explanation for the lack of “good jobs” 
in the U.S. economy. Isn’t there a better way? 


A STRUCTURAL This section outlines a more promising 
ANALYSIS OF way of viewing State employment prob- 
EMPLOYMENT lems. It sketches an alternative structural 
PROBLEMS analysis of the sources of those problems 


and applies that analysis to the question 
of the availability of “good jobs.”3 This outline employs three separate 
building blocks: (1) an analysis of the contours of labor market 
structure in the U.S. economy; (2) a discussion of the factors 
influencing regional economic growth and decline; and (3) a brief 





review of the sources of aggregate economic instability during the 
1970s. These three building blocks provide enough material for some 
relatively clear answers to our questions about the supply of “good 
jobs”; this synthetic analysis is provided in the fourth part of this 
section. 


Labor Market A small group of economists (including 
Structure myself) has recently developed a sugges- 
tive analysis of the character and struc- 
ture of the labor market in the United States.4 This analysis con- 
cludes that there are some major differences among jobs and the labor 
markets feeding them—among what we call segments—which 
dominate the influence of individual employers’ and workers’ 
characteristics. Any analysis of the character of State employment 
problems, we suggest, must begin from a consideration of the basic 
structure of the jobs and labor markets within its economy. 

What are the segments and where do they come from? 

The analysis begins with an appreciation of the fundamental 
importance of the largest corporations in the economy. The largest 200 
industrial corporations control close to two-thirds of all industrial 
assets. The largest financial and service corporations have nearly 
comparable power in their respective sectors. These large firms have 
achieved a size and power in the modern U.S. economy which permits 
long-term planning and considerable flexibility in how they organize 
their basic productive operations.* These firms differ significantly 
from the millions of smaller enterprises which survive on narrower 
margins; count on much less secure futures; therefore plan over much 
shorter horizons; and ultimately have much less flexibility in how they 
structure production and organize the jobs of their workers. 

The distinction between these two kinds of firms shows up clearly in 
basic data on corporate profits. Almost all firms in the U.S. economy 
earned an average rate of profit during the late 1950s and 1960s of a 
little more than eight percent per year on capital assets. Firms which 
were very large and which operated in industries dominated by a few 
firms earned average profit rates of 10.8 percent on capital assets. Firm 
size, by itself, or industry structure, by itself, didn’t matter; profit rates 
in those cases hovered around the eight percent level. Only if a firm was 
both large and shared a “concentrated” industrial structure could it 
achieve a higher profit level (Edwards, 1979). 





*] shall refer in all the subsequent discussions to “productive” work and “productive” operations 
when talking about the basic tasks of producing goods and services—the non-supervisory 
workers who are counted as “production workers” in government data. 
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We call those powerful firms “core” firms. 

During the period from 1900 through the 1930s, after the first wave 
of mergers from 1898 to 1902 had created a pool of very large firms, 
giant corporations tried to use their size and power to control workers 
in a wide variety of ways—breaking strikes with ethnic workers, using 
complicated job titles and incentive schemes to pit workers against 
each other, encouraging craft unions to compete with nascent 
industrial union movements, relying on arbitrary promotional 
schemes to push workers into competition for foremen’s promotional 
favors. When the industrial union movement crested and finally broke 
through employer opposition in the Depression, workers focused 
much of their protest on some of these “arbitrary” uses and abuses of 
employers’ power. They demanded a rationalization of wage and 
promotional systems. Once employers began to accept the permanent 
existence of industrial unions (and World War Two enforced the 
discipline of war-time cooperation on both the corporations and the 
unions), a much more structured system of production emerged in 
many industries as the joint product of large corporate flexibility and 
large union power. Since those structures seemed to moderate 
workers’ opposition and militance, many other employers—particu- 
larly those employing white-collar workers—copied these new systems 
of rationalized wage and fringe payments, promotion by seniority and 
experience, and advancement over time. Technological change 
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conformed to and helped support the crystallization of these new job 
structures, permitting wage advancements in structured shops and 
offices, and eliminating jobs of production workers to save on the costs 
of these increasingly expensive arrangements. We call the jobs which 
resulted “primary jobs.” 

Smaller firms—those which we call “peripheral” (in contrast to 
“core”)—could not match the changes in job structures which large 
employers were institutionalizing. This led to an increasingly sharp 
divergence between the character of jobs in competitive industries and 
small firms—like the garment industry, food processing, and wood 
processing in manufacturing and small offices and retail trade in the 
service sectors—and those in some parts of core-firm production. The 
small firms continued traditional systems of production, featuring 
labor-intensive systems, low wages, little room for advancement, and 
little margin for union victories. We call these kinds of jobs 
“secondary” jobs. 

Large firms did not organize all sectors of their productive 
operations along the lines of the new internal structures, however, 
since they were sometimes able to save money and avoid union 
influence by retaining secondary organizations. In the tobacco 
industry, for example, the companies’ success in beating the infant 
industrial union of tobacco workers in 1947-1948 permitted a 
continuation of the relatively lower wages and insecure job systems 
which had dominated tobacco work since the late 19th century. 
Though tobacco firms and steel firms have similar industrial charac- 
teristics, workers’ job privileges and security in the two industries 
differ substantially as a result of the differential power of workers in 
those industries. Steel workers enjoy much higher wages and much 
better security asa result. And their relative power has helped promote 
an increasingly structured “internal labor market” since the 1930s. 

Core firms operate many “primary” production operations, in 
short, even though they also retain some secondary operations. 
Peripheral firms find it extremely difficult to duplicate those systems 
because of their firm and industry characteristics—even when, as in 
the case of the garment industry—an industrial union represents their 
workers. The result is a sharp distinction between the characteristics of 
primary jobs and secondary jobs. 

One other distinction is important for our analysis. In the 19th and 
early 20th centuries, workers developed technical skills and general 
productive knowledge through the craft system of apprenticeship. 
During the early 20th century, when corporations sought to free 
themselves from their dependence on craft workers, they began to 
construct alternate paths to technical skill and general competence, 
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building private vocational systems and encouraging technical 
institutes providing engineering skills. This led directly to the 
proliferation of general technical training through colleges, universi- 
ties, and vocational institutes. 

By the 1950s, these alternate paths to professional and technical 
skills were firmly rooted in educational institutions outside of the firm; 
the site of advanced skills training had shifted, in other words, from 
internal craft systems to colleges and universities. (Among other 
advantages to large corporations, the public shared the costs of 
training workers in colleges and universities through their tax dollars.) 
Increasingly, professional and technical jobs in large corporations 
(and other voluntary and public organizations) were located in 
separate parts of the organization, with different job ladders and 
ports-of-entry, relying on different kinds of skills and offering 
different kinds of rewards. 

Small firms provide few of these jobs. Large organizations provide 
most of them. This divergence between jobs requiring more general 
skills and those requiring routine skills has led, in our view, to an 
increasingly sharp distinction among primary jobs between what we 
call “independent primary” jobs, in which workers have some 
(relative) autonomy and independence in their work; and “subordinate 
primary” jobs in which workers execute routine tasks strictly 
according to rule and the commands of their supervisors. 

With these distinctions, it is possible to summarize our analysis of 
the main kinds of work in the U.S. economy. Below are listed these 
segments along witha brief characterization of the kinds of jobs within 
them and the labor markets feeding them. 


@ /ndependent primary jobs: Technical, professional, managerial, and 
craft jobs; requiring some general skills and problem-solving abilities; 
high pay with some job security; rewards to personal characteristics of 
initiative and general analytic ability. Technical and professional jobs 
fed by labor markets beginning with the formal education screening 
process and then reproduced through screening process based both on 
credentials and work experience. Craft jobs still fed through 
apprenticeship systems. 
® Subordinate primary jobs: Decent pay and substantial job security; 
low general skill requirements; some skills learned on the job through 
experience; authority relations and internal job structures very 
important fulcrum for corporate administration of production process 
and individuals’ personal advancement. Workers get such jobs 
through personal contacts as much as through formal labor market 
38 processes, and advancement comes much more easily through internal 


promotion than job-shopping in the external labor market. 

® Secondary jobs: In small firms or small shops/ offices of large firms; 
low pay; few skills required; no opportunity for advancement; 
virtually no inducements for workers to remain on the job. Jobs filled 
through casual and virtually random general labor market shape-ups 
and advertisement. (Employment offices also feed workers into these 
jobs.) 


What are the relative sizes of these three segments? Using data from 
the 1970 Census to estimate their relative size, we reach several 
conclusions. Of all those counted as “economically active” in the 1970 
Census, 92 percent were employed and 8 percent were self-employed. 
Table | provides a complete distribution of the 92 percent who were 
employed among the three main segments identified by the analysis of 
labor market structure discussed in the preceding paragraphs: 


Table 1 
The Distribution of Employment, 1970 
Number of Percent 
Employed of Total 
Workers Employment 
(in millions) 
Independent Primary Jobs 22.466 32.5% 
Subordinate Primary Jobs 21.144 30.6 
Secondary Jobs 25.541 36.9 
69.151 100.0% 


SOURCE: Data from 1970 Census of Population. Definitions and compilation from Gordon 
(1980a). 


What is striking about these figures, at first glance, is the large size of 
each of the three segments—none is an insignificant or insubstantial 
fraction of the total labor force—and the continuing size and relative 
importance of the secondary segment—the largest of the three and 
accounting for more than a third of the entire labor force. 

The full implications of this analysis will be summarized in a 
following section. For now, four main conclusions seem most 
important. 

First, both blue-collar and white-collar jobs are important in all 
three segments. Both garment work and the typing pool exemplify 
secondary work. Both steel work and book-keeping jobs typify 
subordinate primary jobs. Both electricians and doctors illustrate the 
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independent primary segment. In the data for the 1970 census, all three 
segments are divided between blue-collar and white-collar jobs in 
roughly comparable proportions. Table 2 provides these distributions: 


Table 2 
The Distribution of Factory and Office Employment, 19704 
Blue-Collar White-Collar 
Employment Employment 
Number Percent Number Percent 


(in millions) of Total (in millions) of Total 


Independent Primary Jobs 7.094 29.0% 15.370 35.1% 
Subordinate Primary Jobs 6.820% 27:8 14.324 32.8 
Secondary Jobs 10.584 43.1 14.042 32.1 


24.498 100.0% 43.736 100.0% 





a) The total figures exclude those tabulated as agricultural employees and unpaid household 
employees. 


SOURCE: Data from 1970 Census of Population. Definitions and compilations from Gordon 
(1980a). 


Second, the analysis of segmentation helps clarify some of the 
important differences between private and publicemployment. Public 
jobs are also distributed among the three segments. The difference in 
the distribution, however, is that more public jobs are independent 
primary jobs— obviously reflecting the large concentration of teaching 
and health professionals and technicians in the public sector—and that 
correspondingly fewer are secondary workers—also partly reflecting 
community and union pressure for minimally decent pay in lower-level 
public jobs. See Table 3 for these distributions. 

Third, the principal determinants of the existence of these 
differences among segments lie in the characteristics of firms and the 
job systems they employ, not in the characteristics of different 
workers. Workers in the subordinate primary and secondary segments 
differ remarkably little in terms of skills, for example; those in the 
former segment have simply been lucky enough to land jobs providing 
higher wages and more structured advancement opportunities 
(Gordon, 1980a). 

Fourth, the structures defining jobs within each of the segments are 
not very flexible, not easily adjusted to changing labor market 
conditions or labor supply proportions. The historical processes 
through which these divergent conditions emerged have meant that 
firms cannot easily change the ways in which they organize production 


Table 3 
The Distribution of Public and Private Employment, 1970 


Private-Sector Public-Sector 
Employment Employment 
Number Percent Number Percent 


(in millions) of Total (in millions) of Total 


Independent Primary Jobs 17.885 30.8% 4.581 41.3% 
Subordinate Primary Jobs 17.372 29.9 S72 34:0 
Secondary Jobs 22.801 39.3 2.740 24.7 


58.058 100.0% 11.093 100.0% 





SOURCE: Data from 1970 Census of Population. Definitions and compilations from Gordon 
(1980a). 


or hire and promote workers. 
Two examples illustrate this general point: 


@ One study of welders in a shipbuilding yard found that the firm 
could have saved money on welders by hiring skilled welders from 
outside the firm rather than training them through internal 
apprenticeship systems. The firm would have needed to pay higher 
wages to welders than it was currently paying, however, because of the 
higher external wage. The rigidity of its internal wage structure meant 
that those higher wages to welders would have to be translated into 
higher wages for every other production worker. The savings on 
welder training costs they might have realized could not be generalized 
because of the interdependence between welders’ wages and all other 
wages within the firm (Ryan, 1977). 

@ In the computer business, the distinction between the independent 
primary segment and the subordinate primary segment is illustrated by 
the difference in job tasks and skill requirements between “systems 
analysts” and “processing programmers.” Over the past I5 years, 
computer firms have encountered substantial problems whenever they 
sought to downgrade the tasks of individual systems analysts’ jobs 
because systems analysts have clear and unyieldingly high expec- 
tations about the quality of their work. As a result, they have often 
been forced to restructure the operations of an entire shop completely, 
changing the organization of work tasks from top to bottom, in order 
to save money on systems analysts’ jobs; their employees’ expectations 
limited their freedom to make small changes and forced them to make 
major ones. Once the distinction between systems analysis and 
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programming took root in the 1950s and early 1960s, firms were 
caught in a web of their own creation(Kraft, 1977; Greenbaum, 1979). 


Regional Investment The preceding analysis has clear impli- 
and Disinvestment cations for the analysis of forces affecting 
the supply of different kinds of jobs— 

both “good jobs” and “poor jobs”; these implications will be elabor- 
ated in the final section of this chapter. But State policymakers must be 
concerned not only with the structure of available employment but 
also with its location. What forces account for the geographic 
distribution of “good jobs’? In particular, what can we learn about the 
sources of the recently accelerating shift of employment to the 
Sunbelt?5 

Many media accounts treat the flow of jobs to the Sunbelt as a 
recent phenomenon, beginning in the late 1960s. In fact, the rise of the 
Sunbelt began during and immediately after World War Two. Studies 
of manufacturing location during the 1950s and 1960s all noted the 
most important difference between pre-War and post-War patterns: 
there had been a sudden shift to the South and Southwest during the 
1940s. 

What accounted for this shift? One could hardly attribute it to the 
energy crisis of 1974. There had not yet been a flood of older people to 
the sunshine. What had changed? 
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] have argued elsewhere that critical changes in the geographic 
pattern of firm location have flowed historically from corporate 
efforts to find new ways of gaining more control over their employees 
and escaping from mounting worker unrest (Gordon, 1978, and 
1980b). 

One significant moment in this history came at the very end of the 
19th century. Firms had been locating in the downtown factory 
districts of the largest industrial cities like New York, Philadelphia, 
Chicago, and other new Midwestern cities. During the 1880s and 
1890s, workers’ protests grew rapidly, spilling into the streets of the 
central city factory districts. The factories and workers’ housing 
districts were so densely packed that “strike fevers” seemed to spread 
like contagious diseases. Increasingly, employers began to long for an 
escape from the central cities in order to avoid these disruptions. 

The merger movement of 1898-1902 created firms of sufficient scale 
and assets to afford such moves. What were then called “industrial 
satellite suburbs” (such as Gary, Indiana) began springing up on the 
outskirts of the largest manufacturing cities. For the first time in the 
history of the United States, manufacturing employment began 
growing more rapidly in the “rings” of large cities than in the “centers.” 
The decentralization of manufacturing had begun. 

One cannot attribute this early dispersal of factories to the early 
development of the truck, since all transportation economists agree 
that the truck was not a viable freight substitute for the railroad until 
the 1920s. Nor can one attribute it to new land-intensive technologies 
like the assembly line which placed a new premium on less expensive 
land in the suburbs; there is no evidence that the technologies used in 
the suburbs were more land-intensive, and there is even some evidence 
suggesting that the opposite tendency prevailed. 

My own argument turns conventional interpretations on their head, 
and suggests a substantially different view of manufacturing 
decentralization. Rather than accepting the traditional notion that the 
truck and new technologies encouraged and permitted the movement 
of factories out of the central cities, I would argue that employers’ 
initial flight from labor unrest called forth the development of the 
truck and eventually permitted the development of more land- 
intensive technologies. 

Once the movement to the satellite suburbs began, of course, the 
general pattern of urban investment and disinvestment began to 
structure the satellite suburbs into the system. Suburban plants were 
more modern and often more efficient simply because they were 
newer. Employment continued to grow rapidly on the outskirts of the 
largest cities. Central business districts became more and more 


43 


44 


specialized in office and service functions. Coupled with the end to 
suburban annexation at the turn of the century, the manufacturing 
decentralization helped create increasing political fragmentation, with 
metropolitan areas becoming patchwork quilts of overlapping 
political jurisdictions. The titles of two noted books about this era in 
metropolitan development, Robert Woods’ 1400 Governments (1959) 
and Robert Fogelson’s The Fragmented Metropolis (1967), evoke this 
pattern of increasing fragmentation. 

The industrial union movement of the 1930s threw a monkey- 
wrench into that pattern. The unions were forced to develop industrial 
strategies to overcome the isolation of workers in industrial plants and 
the divisions which fragmented patterns of industrial locations 
created. Once the CIO unions succeeded in linking up and uniting 
these dispersed groups of workers, employers lost a critical advantage 
they had held and exploited for nearly 40 years. Growing evidence 
suggests that they made another critical decision—wherever and 
however possible, they would begin creating the possibility for 
movement away from the regions where workers had achieved the 
greatest strength. 

World War Two proved to be a turning point. During the War, the 
federal government helped subsidize billions of dollars of new plant 
construction and infrastructural development. Much of it was located 
in the South and Southwest, certainly a far higher proportion than the 
previous proportions of total industrial capital investment in those 
areas. After the War, the federal government turned much of that 
plant and equipment over to private corporations. A sudden and 
significant shift in the geographic distribution of industrial capital had 
been achieved. Particularly after the passage of the Taft-Hartley Act in 
1947, with its proscription of secondary boycotts and sanction for 
State right-to-work laws, large corporations had a new leg up on the 
industrial unions. Increasingly during the post-War years, they were 
able to plan plants and output expansion with a careful eye to the 
relative militance of Northern (unionized) workers and the relative 
quiescence of Southern (non-unionized) workers. 

Once again, these initial geographic shifts were frozen into 
infrastructural steel and concrete. Sunbelt capital and infrastructure, 
since it was newer, was in many cases more efficient. Disproportionate 
infrastructural investment was flowing to the Sunbelt. The older 
capital of the Northwest was not being maintained, both in the central 
cities and in the suburban factory belts established after the turn of the 
century. 

The impact of this differential pattern of regional investment and 
disinvestment was not immediately noticed, of course, because 


continuing post-War prosperity permitted the continued utilization of 
capital structures and equipment of both more and less recent vintage. 
It was only during the late 1960s, when corporate profit margins began 
to narrow and foreign competition became more threatening, that 
firms began to shift plant utilization more rapidly. The acceleration of 
the movement of manufacturing employment to the Sunbelt coincided 
with the growing uncertainty in the economy around 1968-69. But that 
accelerated movement would itself have been nearly impossible if it 
had not built upon and taken advantage of the longer-term 
construction of an industrial base and infrastructure in the Sunbelt 
states. 

As with the earlier discussion of labor market segmentation, this 
discussion of regional investment and disinvestment will be more fully 
applied to a discussion of current State employment problems in a 
subsequent section. Two important points seem most important as 
background for that later synthesis. 

First, this account places critical emphasis on the importance of 
private and public infrastructural investment as the foundation for the 
growth of manufacturing within and among geographic regions. 
Significant shifts in the geographic location of manufacturing activity 
cannot take place without significant changes in the historic pattern of 
industrial investment and infrastructural facilities. Those decisions do 
not come through gradual evolution and accretion; rather, they reflect 
qualitative and purposeful decisions by powerful decision-makers 
with access to the capital assets necessary to launch new patterns of 
investment. Neither the decentralization of manufacturing at the turn 
of the century nor the first construction of Sunbelt capital during and 
after World War Two occurred by accident or as the product of 
inadvertent “exogenous” shifts in people’s preferences. Nor were these 
shifts induced by the marginal enticements of State and local tax 
subsidies and incentives. Rather, these historic shifts in the pattern of 
capital investment reflected decisive steps by private and public 
decision-makers to mobilize capital resources in new directions. If one 
wanted to have some opposite effect on the geographic distribution of 
economic resources, one would have to mobilize private and public 
decisions affecting capital resources on a comparable scale. 

Second, this account suggests that such shifts are not likely to reflect 
historically and politically “neutral” decisions, guaranteed to benefit 
all citizens in equal proportions. I have argued that corporate efforts to 
flee from workers’ growing power have played a critical role in 
channeling new patterns of capital investment. 

In order to make room for a novel and potentially controversial 
argument, I have undoubtedly simplified the complex of historic 45 
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forces which paved the way to new patterns of capital investment. But 
it remains clear, in my view, that corporate efforts to achieve new 
leverage in their continuing battles with their employees played a 
decisive role. As far as their workers were concerned—not to mention 
the workers’ families and surrounding communities—the corporate 
decision to change venue was hardly benevolent. Those corporate 
policies arose from corporate decisions to take advantage of their 
access to capital funds in order to improve their bargaining power with 
their workers (and their unions). The decline of relative union power 
during the late 1950s and 1960s, as well as the difficult bargaining 
position in which industrial unions now find themselves, bears partial 
witness to the importance of these historic developments. 


More Than Just An A third piece of analysis is necessary to 
Impending Recession complete the background for an alter- 

native account of the sources of current 
State employment problems. This piece of analysis builds from a 
concern with the character of the economic instability which presently 
plagues the U.S. (and world) economy.® 

Many conventional economists and public officials continue to talk 
as if the current dynamic of recession and recovery is “more of the 
same,” susceptible to the same kinds of macro-economic instruments 
as the business cycles of the 1950s and 1960s. But evidence belies that 
complacence. There are mounting signs that the kind of macro- 
economic dynamic currently driving the economies of the advanced 
countries differs sharply from the pattern of stable growth and 
continued prosperity in the first two post-War decades. 

One piece of evidence is obvious. The “trade-off” between inflation 
and unemployment has experienced virtually complete transfor- 
mation. We used to get less inflation with greater unemployment, and 
vice versa. Now we get more inflation and more unemployment than 
we have had for years, without anything like the obvious inverse 
relationship which characterized them during the 1950s and 1960s. 

Other indications draw more attention in the business press than in 
the public media. 

First, business investment in real “structures and equipment” has 
been stagnating since 1976. One can compare the rate of real business 
investment since the trough of the recession in 1974-75 with investment 
at comparable points in recoveries during other business cycles in the 
post-War years. As both Business Week and Fortune have observed 
several times in special issues, that comparison shows that the business 
sector is investing at a far slower rate than during any other post-War 
“recovery.” Corporate profits are high and their capital funds are very 
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liquid, but they’re buying up companies and engaging in commodities 
and currency speculation rather than building factories and machines. 

Second, most business analysts agree that corporate investment is 
lagging at least partly because of corporate fears about the political 
and economic climate in their traditional turfs. Asa result of threats to 
their continued privileges, corporations have been moving their 
capital overseas at an accelerating rate. The symptom is contraction in 
traditional industrial locations. The evidence lies in the accelerating 
expansion to the Sunbelt and the extraordinary increases in U.S. 
corporate Overseas investment since the mid-1960s. 

Third, the stagnation of investment and the rapid redistribution of 
investment have contributed to a growing unpredictability and 
instability in world trade. Traditional trading patterns have been 
unsettled. The world market seems more and more like a kaleidoscope. 

Fourth, this has contributed to precarious monetary instability in 
the world economy. The value of the dollar has plummeted. Other 
currencies are fluctuating rapidly. Eurodollar market speculation 
remains unchecked. Third World debt to the World Bank and other 
banks remains a critical problem and a potential source of 
international instability. Most international financial authorities 
admit that there are no easy answers to these sources of uncertainty. 

All of these signs, taken together, suggest an economy which is not 
behaving “normally” at all and which cannot easily “recover” from 
these destabilizing dynamics. They point to some increasingly evident 
signs that the economy’s private mechanisms for investment and 
production are not working as they did during the 1950s and 1960s, 
that some kind of collective private and public action will be necessary 
to reverse a dynamic of growing instability. 

This should not be surprising if we view the world economy from a 
historical perspective. There have been successive stages of alternating 
prosperity and stagnation since the 18th century. It appears that one of 
the main sources of those alternating cycles has been the effect of 
concentrated infrastructural and commercial investment after a period 
of stagnation and before a period of sustained prosperity. Around the 
turn of the century and again after World War Two, heavy and 
concentrated investment in the infrastructure—particularly in trans- 
portation and communication networks—helped fuel the new waves 
of prosperity and rapid investment during the succeeding decades. 
Inevitably, the extra fuel provided by those investment episodes 
burned itself out and the economy was caught in another ebb of 
stagnation and increasing economic uncertainty. 

The lesson of those earlier episodes seems fairly clear. A new level of 
collective organization has been necessary on each occasion to wrest 


the economy from the dynamic of spreading stagnation. At the turn of 
the century, corporate mergers and the intervention of the New York 
banks provided that impetus. During and after World War Two, 
federal discipline and capital funding helped rescue the economy from 
the slough of the Depression. If these historic parallels have any 
meaning for the current period, they suggest that some kind of active 
and guided intervention will prove necessary to help guide the 
economy back onto a stable track. 

The question raised by those lessons, of course, is whose 
intexvention in whose interests? Multinational corporations have been 
acting in their own interests and have apparently concluded that their 
own interests are best served by a rapid movement of capital to other 
countries. It is not at all clear that public policies to deal with State 
employment problems can rely on multinational corporations—or the 
largest domestic corporations—to move in directions which will serve 
any other interests beyond their own. This suggests that State 
governments cannot easily assume that subsidies and support for 
private business in their own backyards will either have the kinds of 
effects they have had in the 1950s and 1960s or exert sufficient 
influence, on their own, to alter the trajectory of corporate responses 
to a continuing international economic crisis. 


Why Aren’t There Our structural analysis of employment 
Enough “Good Jobs” problems has been developed in three 
—A Structural stages. 

Interpretation 


@ The first section argued that the segmentation of jobs has created 
important inflexibilities in the U.S. labor market. Many jobs do not 
reward individual workers’ initiative or skills and cannot easily be 
changed. Other jobs—what we call primary jobs—provide opportun- 
ities for decent incomes and advancement. Because of the rigidities of 
job structures in primary segments, however, the basic supply of those 
jobs, not the skills or attitudes of workers in them, determine their 
availability. Changes in the basic supply of primary jobs, not changes 
in the supply characteristics of workers, would be necessary to increase 
the number of “good jobs.” 

@ The second section reviewed the history and dynamics of urban and 
regional growth in the United States. The analysis suggested that 
structural forces have more influence on regional economic fortunes 
than quantitative variations in factors like taxes and energy costs. 
Major shifts in firm location have followed from corporate efforts to 
evade workers’ control. Those evasions have triggered dramatic 
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changes in the flow of capital for modernization and infrastructural 
investment. Those capital shifts, in turn, have generated changes in the 
relative “efficiency” of firms in differing regions. One could not 
influence the relative efficiency of firms in different regions, according 
to this argument, without first affecting the character of infrastruc- 
tural capital investments among regions. 

@ The third section suggested that the current crisis of growth and 
investment is itself a structural crisis—whose resolution will eventually 
require the kinds of massive and coordinated interventions which 
finally fostered recovery from the Depression of the 1930s. Special 
breaks, subsidies, and incentives provided to business on an 
uncoordinated basis will not be enough to stimulate greater economic 
activity. Instead, direct and coordinated intervention ona substantial 
scale will probably be required to affect the current climate of 
economic instability and to provide sufficient encouragement for 
further investment and growth. 

These arguments can be combined, finally, to provide a structural 
answer to our recurrent question about the supply of “good jobs.” The 
answer in its simplest form is straightforward: The economy does not 
provide an adequate supply of “good jobs” because the structure of the 
modern economy, and particularly its domination by several hundred 
giant corporations, neither promotes nor permits the generation of 
“good jobs.” 

This simple conclusion can be developed through several separate 
steps of elaboration. 

The Definition of Good Jobs. \n Chapter 1, we defined a “good job” 
as one which provides adequate wages and fringe benefits; job security 
and stable employment; decent working conditions; and opportunities 
for both advancement and control. Most influential discussions of 
“good jobs,” like Ginsberg’s 1977 article, collapse this definition intoa 
one-dimensional wage criterion, but we have learned that a complex of 
factors affect the quality of employment; wages are only one reflection 
of job quality. 

Our analysis above suggests that a working definition of “good jobs” 
should be based on the structural characteristics which permit 
individual success and advancement. It would seem to make sense, 
therefore, to define “good jobs” as primary jobs and “poor jobs” as 
secondary jobs precisely in order to emphasize the roots of job quality 
in the economic structures which influence the organization of 
production. 

Are our observations on the separate dimensions of employment 
problems from Chapter | consistent with this equation of “good jobs” 
with primary jobs and “poor jobs” with secondary jobs? 


® Decent employment income would require, according to most 
economists, a regular wage which ona full-time basis provides enough 
for a household to support itself at levels above or equal to the BLS 
“lower-than-moderate” budget standard. Roughly one-third of U.S. 
workers are employed in jobs paying less than this wage level (Gordon, 
1977). This seems to fit with the estimate in this chapter that roughly 
one-third of U.S. employees in 1970 held secondary jobs. 

@ Employment security essentially requires that workers be able to 
work full-time, year-round if they choose. Only two-thirds of U.S. 
employees work full-time, year-round. While more than ten million 
workers have part-time jobs because they prefer part-time work, there 
are probably an equivalent number of secondary workers—parti- 
cularly older ones—who work full-time at their jobs simply because 
they have learned that job shopping is unlikely to improve their work 
prospects (Gordon, 1980a; Edwards, 1979). Thus, our association of 
“poor jobs” which expose workers to actual or potential employment 
insecurity with secondary jobs also seems consistent with the aggregate 
data. 

@ Indecent working conditions are more difficult to measure because 
data are not easily available on the “health-and-safety characteristics” 
of different jobs. A recent study by Luft (1978) found a substantial 
correlation between those who suffer occupational disease or injury 
and those who experience poverty for substantial periods of time. 
These are apparently workers whose fringe benefits or access to 
insurance is sufficiently limited that they get trapped in the vicious 
circle of low incomes and poor health. Luft’s data seem roughly 
consistent with the notion that those in secondary jobs bear the 
greatest risk of real loss of earning capacity from indecent working 
conditions. 

@ Only one-quarter of the U.S. labor force belongs to unions. This 
obviously does not mean that three-quarters of the labor force work at 
“poor jobs” providing little job control. Indeed, many large employers 
have improved working conditions precisely to prevent the spread of 
unionization. What seems apparent, from the available literature on 
segmentation, is that (a) independent primary workers attain some 
control over their working conditions because of the importance of 
their positions and their particular skills—whether or not they belong 
to unions; (b) that blue-collar workers in the subordinate primary 
segment have been able to take advantage of the room for union 
influence which the structure of their jobs permits, while white-collar 
workers (at least in the private sector) have not yet followed that path; 
while (c) even unionized workers in the secondary sector, like garment 
workers, are rarely able to translate their union power into full job 
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control or decent working conditions. (See Kerr, 1979, for a detailed 
analysis of union impact in the primary and secondary segments.) It 
seems appropriate to conclude that the structure of job segments is at 
least as important as unionization by itself in establishing the 
framework within which workers may or may not acquire significant 
influence over their working and living conditions. 

In short, it seems feasible to treat “primary jobs” as “good jobs.” In 
1970, as we saw above, 63.1 percent of wage-and-salary employees 
worked in “good jobs.” The remaining 36.9 percent of wage-and-salary 
employees worked in secondary jobs, or what we can call “poor jobs.”* 

The Barriers to Good Jobs. This definition clearly indicates that we 
need to pursue the issue of the supply of “good jobs” in two steps: Why 
can’t secondary employers provide “good jobs” instead of “poor” 
ones? And why don’t primary employers provide more “good jobs” 
than they do? 

The segmentation literature provides fairly clear answers to the first 
question. Many secondary employers are small firms in competitive 
industries. Their small assets make it difficult for them to finance or 
afford the kinds of improvements in machinery and job structures 
which would permit higher wages, greater job security, and better 
working conditions. Perhaps more important, the continuing 
competition to which they are exposed tends to keep profit margins 
very low—holding firms very close to the edge of survival. Their thin 
profit margins make higher wages and greater employment security 
problematic, much less the kinds of changes in machinery and job 
structures which would reproduce primary working conditions over 
the longer term.’ 

In other words, most secondary employers cannot provide good 
jobs because their firm and industry structure precludes it. Small firms 
still exhibit the kinds of working conditions which were nearly 
universal in the late 19th and early 20th centuries. “Good jobs” are 
better today because large firms and large unions have combined to 
create a new kind of firm and job structure which permit “good jobs.” 
Small firms in competitive industries are essentially barred from that 
kind of qualitative transformation. 


*The techniques used to categorize workers are somewhat complicated. Gordon(1980a) presents 
a full description of the method. It essentially relies on an industry-by-occupation analysis of job 
characteristics, separating between core and peripheral industries on the one hand and between 
jobs providing room for the application of workers’ skills (or on-the-job skill acquisition) and 
those neither rewarding nor offering skills development on the other. In both cases, the method of 
categorization relies on the characteristics of jobs—of industries and occupations—and not on 
the characteristics, like race, sex, age, or schooling, of workers who hold those jobs. 


The second question requires a somewhat more extended answer. 
Three points seem essential. 

First, many large firms find it uneconomical to provide more “good 
jobs” because it costs more to hire new workers than to extend the 
hours of current employees. Their fixed costs of providing decent 
wages and working conditions—embodied in fringe benefits, taxes, 
and insurance payments—have shifted the calculus of employment 
toward hiring current employees for longer hours rather than hiring 
new employees for shorter hours. This explains why many 
manufacturing firms make such heavy use of overtime, and why 
average hours worked per week in manufacturing have remained 
constant during the post World War Two period while average hours 
per week in some other industries, such as retail trade, have continued 
to fall. 

Second, many large firms actually operate many secondary 
Operations when and where they can. Large clerical employers 
maintain “poor jobs” in their typing pools and office maintenance 
operations. Some large manufacturing firms, like electrical, tobacco, 
and some textile manufacturers, offer essentially secondary employ- 
ment because they have been able to tap groups of workers whose 
personal characteristics—foreign workers or women—or their geo- 
graphic location—Southern workers or isolated undocumented 
workers in large ghettos—have undercut those workers’ ability to 
translate firm and industry characteristics into “good jobs.” If and 
when the unionizing drive against J.P. Stevens succeeds, it will be 
interesting to observe what kinds of changes in job structure occur and 
how rapidly those changes take place. 

There is a third point which is at once more important and more 
difficult to state persuasively. Essentially, large employers don’t want 
to provide many good jobs even when they can. Large employers have 
invested billions of dollars since the turn of the century in machines 
and management techniques which improve their control over their 
workers (Braverman, 1974; Edwards, 1979). Workers have responded 
by seeking better working conditions and more reliable and 
predictable systems of hiring, promotion, and work supervision. To 
the degree that large firms have been forced to accept this increased 
worker influence, they have moved to reduce their dependence on such 
“powerful” workers. Large corporations have continually undercut 
professional workers’ status and control, for example, whenever they 
could afford such changes (Kraft, 1977; Greenbaum, 1979). And large 
manufacturers continually substitute machines for workers when the 
technology and investment funds are available. Wherever possible, in 
short, large firms tend to limit the number of “primary workers” they 
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hire for any given level of labor demand (through more overtime and 
fewer new hires), and they tend to reduce their aggregate demand for 
labor through automation and job reorganization when those steps are 
consistent with other firm objectives. Large corporations are 
interested in both efficiency and control, in other words, and large 
firms are likely to display a consistent preference, given the choice, for 
employing fewer (relatively) powerful workers. 

The structural argument emerges: The character of competition and 
the vulnerability of small firms makes it virtually impossible for many 
secondary employers to “up-grade” the quality of the jobs they 
provide. And while large firms at least have the potential for providing 
“good jobs,” the logic and requirements of control in large 
corporations lead them to minimize the number of “good jobs” they 
provide at any given level of output and investment. The structure of 
competition and the power of large corporations, in these respects, 
place stringent limits on the supply of “good jobs.” 

Evidence for the Structural Argument. Because this structural 
argument has emerged relatively recently, few studies have yet 
marshaled or analyzed the kinds of data which would be necessary to 
test these structural hypotheses fully. There are some fragmentary 
pieces of evidence, nonetheless, which provide strong preliminary 
support for this explanation of the paucity of “good jobs.” 

It is fairly clear, first of all, that the problem stems from the basic 
structure of the economy and not from the recent years of stagnation 
and instability. We can look at the period of rapid economic growth 
between 1948 and 1968, before “stagflation” emerged. During those 
years, the adult civilian population (and therefore the potential labor 
force) grew by 30 million. If we eliminate the growth in total 
employment which was due either to direct government employment 
or to the employment-generating effects of government expenditures, 
it turns out that private-sector-generated employment grew by only 2 
million over those 20 years. Even when the economy is growing 
rapidly, in other words, the tendency for many firms to reduce 
employment nearly outweighs the additional employment created by 
continuing growth. 

Moreover, no matter how we measure the distinction between 
“good” and “poor jobs,” it appears that most of the new jobs created by 
the private economy over the past decades have been “poor jobs,” not 
“good ones.” Ginzberg (1977) reaches striking conclusions by applying 
his earnings criterion to employment changes between 1950 and 1976. 
He estimates that private sectoremployment expanded by 25.3 million 
between 1950 and 1976 (he does not subtract employment generated 
by government expenditures). Of those new jobs he estimates that 18.2 


million were “poor jobs” and only 7.1 were “good jobs’”—a ratio of 
more than 2.5 “poor jobs” for every one “good job.” In contrast, he 
estimates that of the 9 million increase in government employment, 
there were two new “good jobs” for every one new “poor job.” Of the 
total increase in employment of 34.3 million over those 26 years, only 
7.1 were “good jobs” provided by the private sector—a ratio of barely 
more than one in five. Based on these data, Ginzberg concludes that 
“we cannot assume that the private sector will be able to create 
adequate numbers of new jobs.” His conclusions about the likelihood 
of the private sector’s generating adequate numbers of new “good 
jobs” flow even more emphatically. 

Neither of these first pieces of evidence draws directly on data about 
firms. This is a substantial disadvantage, since much of the structural 
argument hinges on differences among firms and not among 
industries. 

Employment analysts have recently paid considerable attention toa 
new source of data about firm employment patterns developed and 
analyzed by David Birch and associates at MIT (1979). Many have 
taken great solace from the Birch data, because they seem superficially 
to indicate that the private sector still generates millions of jobs 
through vibrant and dynamic entrepreneurial initiative. Birch’s 
emphasis on the “vitality and job generating powers” of small and 
independent firms seems to provide substantial encouragement for 
advocates of free enterprise and the power of competition. 

These superficial readings of the Birch data are misplaced. A closer 
reading suggests, as Birch himself comes close to admitting, that these 
detailed data on more than five million firms provide relatively 
striking confirmation of the structural argument outlined in the 
preceding pages. All of the following facts come from Birch (1979). 


@ There is an enormous amount of gross employment change in the 
U.S. economy. Each year, there is a net loss of roughly eight percent of 
total employment as a result of firm “deaths” or employment 
contractions. This means that we must pay careful attention not only 
to the forces which create jobs but also to the sources of continuing job 
loss. 

@ A very high proportion of net job creation in the economy is 
generated by small “independent” firms—firms with 20 or fewer 
employees which are not owned by larger firms. Over the entire period 
analyzed between 1969 and 1976, there were 6.8 million net jobs 
created in the private sector. Of those jobs, 67 percent were generated 
by firms with 20 or fewer employees and 52 percent by “independent” 
firms with 20 or fewer employees. By contrast, firms with more than 
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100 employees accounted for only 18.5 percent of net employment 
change—even though they account for half of total employment. The 
table below compares these figures with the distribution of total 
employment in 1973 (based on Social Security data). 





Table 4 
Total Employment and Employment Growth 
Percent of Total Percent of Net 
Employment Employment Growth 

Firm Size® 1973 1969-1976 
0-20 24.3% 66.0% 
21-100 25.9 132 
101-500 24.3 5.2 
500 plus DOES 1333 

100.0% 100.0% 


a) The size categories for the distribution of total employment are actually 0-19; 20-99; 100-499; 
and 500+. 


SOURCE: Total Employment—Nation’s Business, 1978, p. 50; employment growth—Birch, 
1979; p. 30. 


@ Although small firms generate a large percentage of employment, 
they do not provide “good jobs.” Other data show clearly that small 
establishments provide a disproportionate number of secondary jobs; 
on this basis, we can presumably assume that most small firms’ jobs are 
“poor jobs.”8 Birch’s data make clear, moreover, that the jobs 
generated by small independent firms also provide very unreliable 
employment since the firms themselves are extremely vulnerable to 
bankruptcy or layoffs: 
w Of all firms with 20 or fewer employees, 57.8 percent “died” during 
the seven years studied. Even though small firms grow, they also 
collapse with alarming frequency. Those who garner jobs with small 
firms enter at their own risk. 
# Even those small firms which manage to survive an initial period 
of incubation are no longer very likely to provide employment 
growth. Of those firms with 20 or fewer employees which had 
already survived for more than four years at the beginning of the 


period, only one-third produced net employment growth over the 
seven-year period. 

w Of all 1.2 million firms in the sample with 20 or fewer employees, 
only 82,396, or seven percent, sustained “large” employment growth 
over the growth years from 1969 through 1974. Many firms had 
some growth for shorter periods, but virtually none were able to 
generate sizable gains on a continuing basis. 

w In short, the firms which account for employment growth are very 
unlikely to provide a steady supply of stable jobs over time— 
regardless of the wages, working conditions, or job control 
provided in those jobs—simply because the economic condition of 
those firms is so precarious. To quote Birch’s own conclusion: 


The dynamic, growing firm is the one that is frequently taking gambles, 
that is as likely as not to suffer severe downturns, and that is tough or 
wise enough to survive them. Having grown, it is just as likely to decline 
again in the future. In short, it is a banker’s nightmare. [ Even the stable 
firm that] minds its business and repays its loans in fact is offering a false 
sense of security, and is more likely than not to go out of business 
leaving the bank holding the bag. 


@ While large firms are much more stable—only 23 percent of firms 
with more than 500 employees “died” between 1969 and 1976—they do 
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not generate many jobs. Of firms with more than 500 employees and at 
least ten years’ experience, only 35 percent showed a net increase in 
employment during the period, while 65 percent either died or 
contracted their total employment. Firms with more than 500 
employees and either branches or subsidiaries—which obviously 
includes all of the 500 largest corporations in the U.S.—accounted for 
only ten percent of all net employment increase over the study period. 
@ Perhaps more important, large corporations have been rapidly 
shifting their operations to areas where workers have much more 
difficulty sustaining influence over their jobs. (As Birch makes clear, 
these movements are not actual “migrations”’—what workers would 
call “runaways”—but the relative expansion and contraction of 
branches and subsidiaries.) This effect can be demonstrated with a 
“shift-share” analysis of Birch’s data. (Based on Appendix Table C in 
Birch, 1979.) 

From 1969 to 1976, total employment grew in the Northeast region 
by only 411,000, in the North Central region by 1.674 million, and in 
the South and West combined by 4.673 million. What explains the 
disproportionate share of the Sunbelt in totalemployment growth? As 
Birch notes, services grew throughout the nation (and helped save the 
Northeast). The critical shift in employment took place in manu- 
facturing, where the Northeast and North Central regions lost 710,000 
total jobs in just seven years and the Sunbelt gained 335,000. Other job 
shifts followed from these. 

If this was due to a more favorable climate in the Sunbelt for the 
small independent firms which accounted for so much employment 
growth, then we would expect that there would be a net “shift” to the 
Sunbelt of employment growth in small manufacturing firms—with 
those small independent firms generating many more jobs than one 
would expect if all regions shared equally in total national 
employment growth. It turns out, however, that this shift in small 
firms’ growth rates had a relatively small effect. Small independent 
manufacturing employment grew at moderate rates throughout all 
four main regions. Over the full seven years, there was a net shift to the 
Sunbelt of only 88,000 manufacturing jobs in smal! independent firms. 

In contrast, the Northeast and North Central regions suffered much 
larger shifts of large firm manufacturing away to the Sunbelt. If the 
Frostbelt regions had suffered merely their expected losses of 
manufacturing employment over the period, they would have lost 
232,000 manufacturing jobs in firms with more than 100 employees 
with branches of subsidiaries. Instead, they lost a total of 710,000 jobs 
provided by large multiplant firms. This means that large firms (with 

58 more than 100 employees and branches or subsidiaries) shifted 478 ,000 


manufacturing jobs to the Sunbelt in just seven years—more than five 
times the shift attributable to the differential fortunes of small 
independent firms. As Birch also notes, this differential expansion 
does not reflect a shift of headquarters to the Sunbelt. In the South, for 
example, 72 percent of branch employment growth was controlled by 
firms headquartered in the Northeast or North Central region. Large 
multiplant firms chose, in other words, to shift their manufacturing 
investment to areas where they felt more comfortable. 

Despite all this specific detail, the main contours of our analysis 
emerge fairly clearly. Small firms generate many jobs but few of those 
jobs are either “good jobs” or reliable sources of employment. Large 
firms provide relatively few jobs and, in addition, have been rapidly 
reallocating their resources to areas where workers have much more 
trouble ensuring decent working conditions. Birch’s own conclusions 
confirm our analysis: 


It is no wonder that efforts to stem the tide of job decline have been so 
frustrating and largely unsuccessful. [On the one hand] the very spirit 
that gives [small firms] their vitality and job-generating powers is the 
same spirit that makes them unpromising partners for the development 
administrator. [On the other hand] the easier strategy of working with 
larger, ‘known’ corporations whose behavior is better understood will 
not be, and has not been, very productive. Few of the net new jobs 
generated in our economy are generated by this group. Furthermore, 
the larger corporations, using their financial strength, are the first to 
redistribute their operations out of declining areas into growing ones... 
There is no clear way out of this quandary. 


Many State policymakers may be reluctant to accept these 
conclusions, but they flow naturally from our analysis. The private 
sector cannot generate an adequate supply of good jobs for two critical 
reasons: 1) Those firms who could provide “good jobs” do not generate 
much net employment over time and prefer to reduce their relative 
reliance on workers holding “good jobs.” 2) Those firms which tend to 
provide net increases in employment in the economy are either too 
small or too unstable to provide “good jobs.” As long as large 
corporations maintain the kind of economic control over basic 
investment which they currently possess, and as long as intense 
competition assaults smaller enterprises, the scarcity of “good jobs” 
seems destined to continue. 


Footnotes to Chapter 2 


1. Fora neoclassical review of mainstream theories of wage and employment determination, see 
Rees (1979). For further developments of the points I make in criticism of that perspective (on its 
own terms), see Gordon (1972, Chapter 3). 
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2. There is remarkably little mainstream discussion of the supply of “good jobs” since few would 
recognize the legitimacy or the importance of the distinction between “good” and “poor” jobs in 
the first place. Asa result, this inferential discussion of the logic of their analysis depends largely 
on my own application of the general discussion. For some essentially similar applications of the 
mainstream perspective to at least one employment problem, see Feldstein (1975). 


3. For a general review of some of the principles upon which this kind of structural analysis 
builds, see Gordon (1972, Chapters 4-5) and Piore (1979). 


4. The “segmentation” approach is developed in the following sources: Gordon(1972); Edwards, 
Reich, and Gordon (1975); Doeringer and Piore(1971); Piore (1975); and Gordon, Edwards, and 
Reich (1980). For surveys of some of the empirical evidence which supports the segmentation 
perspective, see Harrison and Sum (1978); Edwards (1979, Chapter 9); and Gordon (1980a). 


5. This structural approach to regional development is developed in Alcaly and Mermelstein 
(1977); Tabb and Sawyers (1978); and Watkins and Perry (1979). For some supporting evidence, 
see Harrison and Hill (1978) and Watkins and Perry (1979). 


6. Many of the basic points upon which this section relies are developed in Piore (1979) and 
Union for Radical Political Economics (1978). 


7. Kieschnick (1979) reports data indicating that small businesses earn relatively high rates of 
profit in any given year. He presents those data in an effort to criticize the performance and the 
inefficiencies of larger firms. His argument is not inconsistent with the argument I am makingin 
these sections. If we look at short-term rates of profit, many entrepreneurial firms, no matter how 
small, earn relatively high rates of profit for a time. Eventually, however, they either over-extend 
themselves and decline or are bought up by larger companies. Over the longer term, as Edwards 
(1979) shows and as | summarize the data above, large firms in concentrated industries are the 
only firms which achieve and sustain above-average rates of profit. As the data from Birch(1979) 
show—see the discussion in subsequent paragraphs in the text—small firms grow for short spurts 
and then decline. Their growth is often founded upon the low quality of the jobs they provide and 
the low wages they pay. Small firms in highly competitive industries, | conclude, cannot sustain 
much higher quality employment for long without structural changes in the conditions within 
which they operate. 


8. For evidence on the association between small enterprises and secondary jobs, see Bluestone 
(1978); Bluestone, Murphy, and Stevenson (1973); and Harrison and Sum (1978). 


TOWARD A 
“GOOD JOBS" POLICY 


Many State policymakers favor a traditional “economic development 
strategy” not only because they think it will work, but also because 
they see no clear—and practical—alternative. In this chapter I outline 
two alternative approaches to the provision of more “good jobs”— 
what I call the “traditional” and the “community” approaches. I argue 
further that the “traditional” approach offers little promise of 
moderating State employment problems, while the “community” 
approach, however much it flies against the tradition of State 
economic development policy, holds a strong potential for helping 
provide more “good jobs” for workers throughout the country. 


ALTERNATIVE This section briefly defines two alterna- 
POLICY tive approaches to State economic de- 
APPROACHES velopment in general and to State em- 


ployment problems in particular. It links 
those two approaches with the two main analytic perspectives on the 
sources of State employment problems discussed in the previous 
chapter. 

The current and prevalent “economic development strategy” applies 
what can be called a “traditional” approach to economic problems. 
When something needs to be done, it seeks to develop policy 
instruments which will make it increasingly profitable for businesses to 
move in the directions desired by State policymakers. If the State 
wants more workers hired by businesses, then it will provide 
something like wage subsidies to firms to encourage them to substitute 
labor for capital. If it wants to encourage more business activity within 
its own boundaries, then it will seek to reduce some or all of the relative 
costs of doing business in that State in order to make the local 
economic environment more attractive to businesses. 

The “traditional” approach relies on the simple assumption that 
States can accomplish their economic objectives by relying on the 
profit maximization of private sector firms. It presumes that it is 
possible to induce firm activities by shifting the relative profitability of 
different kinds of activities. It seeks indirectly to achieve an ultimate 
objective—moderating State economic or employment problems— 6/ 
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through policies which directly affect business costs and profits but do 
not directly affect workers’ earnings, employment security, working 
conditions, or job control.! 

The “traditional” approach assumes that firms will respond to 
policies which affect their relative costs and profitability in ways which 
ultimately benefit workers and ultimately lead to the desired 
employment objectives. This assumption depends on mainstream 
economic analysis in two important ways. 

First, mainstream economic analysis, as we have already seen, 
assumes that any changes in the environment affecting firm costs will 
stimulate changes in firm activities. This reflects the presumption of 
continuous substitution at the margin—that any change will matter— 
and the assumption of equilibrium—that since firms had a/ready made 
all previous necessary adjustments to changes in their environment, 
current shifts in their related costs will have clear and predictable 
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effects. If one argued, in contrast, that many changes in the economic 
environment are not large enough to affect firm decisions and/ or that 
firms are currently preoccupied with much more important adjust- 
ments, then the presumptions of the “traditional” approach would not 
appear to provide promising policy guides. 

Second, mainstream analysis asserts that private sector activities 
based on profit-seeking individual firm decisions will always come 
closer to achieving desired social outcomes than any other kind of 
economic practice. The mainstream perspective argues that private 
businesses always tend toward efficient operations and therefore that 
everyone is likely to be better off, pending appropriate compensation 
for externalities and diseconomies, than from other approaches. But if 
we began to conclude that private profit-seeking business activities 
were either relatively inefficient or that the policies they executed in 
pursuit of their own profits actually conflicted with the objectives of 
others in the relevant communities, then States’ a priori preferences for 
the “traditional” approach might also seem misplaced. 

A “community” approach to State economic policy can be defined 
as one which seeks to promote community objectives directly through 
the development of community mechanisms for achieving those 
objectives without the constraint that profit-making businesses 
provide the medium for achieving such objectives. A “community” 
approach would seek to accomplish its objectives by acting directly 
toward those objectives, not by relying on businesses indirectly to 
accomplish them for the community. (I deliberately use the term 
“community,” rather than “public” or “government,” in order to 
emphasize the possibility and potential desirability of private non- 
profit mechanisms, rather than exclusively government, much less 
State or federal, control of such activities.) This approach does not 
seek opposition against small business as such. Rather, it proposes to 
pursue policy objectives directly, rather than pursuing them through 
the support of profits. If people currently operating small businesses 
could organize their activities in a way which directly supported 
articulated social objectives, they would benefit from the “community 
approach.” What matters are the outcomes of policies, not the names 
of the organizations which help pursue them. 

What might be the mechanisms through which a “community” 
approach would be applied? Pending further detail in Chapter 4, we 
can imagine a wide variety of possible mechanisms: government 
programs directly controlled by local or State governments; special 
community-elected boards controlling specific projects; producers or 
consumers’ cooperatives aiming to accomplish specific economic 
objectives; or legally constituted non-profit community-based cor- 
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porations with stipulated objectives. What matters, for the purposes of 
the ensuing discussion, is that such mechanisms be controlled by those 
for whom service is intended and that private profit not act as an 
intervening criterion affecting policy decisions. If the community seeks 
to profit from a given activity on a shared and equitable basis, then it 
would function as a “cooperative,” with reward on the basis of need or 
direct contribution io desired program objectives, rather than as a 
private profit-making enterprise in which financial reward is 
determined on the basis of the previous distribution of wealth. 

A preference for a “community” approach over a “traditional” 
approach would undoubtedly derive from some combination of two 
principal assumptions: (a) That “traditional” approaches will actually 
fail to accomplish the desired objectives; and/ or(b) that it would make 
more sense to adopt policies which move directly toward accom- 
plishing a set of objectives without also requiring that some public 
monies enrich private individuals through direct support of private 
profit. 

The analysis developed in the preceding chapter would tend to 
support both of those assumptions. 


@ Pro-business policies aimed at enlarging the quantity of “good jobs” 
available in the U.S. economy are likely to fail because the structure of 
the private economy makes it highly unlikely that private firms can or 
will provide more “good jobs.” 
@ Large corporations have sufficient economic dominance in the 
private economy that, if policymakers rely on them for accomplishing 
public objectives, those private corporations will exact a relatively 
high price in the form of substantial public support for their profits. 
While the structural analysis developed in the preceding chapter 
suggests that the “traditional” approach has little promise and that 
corporations are likely to demand high returns for their cooperation 
with public objectives, it does not speak directly to the potential 
promise or effectiveness of “community” approaches themselves. The 
remainder of this chapter reviews some empirical evidence on the 
actual failures and ineffectiveness of “traditional” policy approaches 
in the recent past, and raises some arguments about the potential 
effectiveness of “community” approaches to improving the quantity of 
“good jobs.” 
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DO“TRADITIONAL” As most States have pursued an “eco- 
APPROACHES nomic development strategy,” embody- 
ACTUALLY FAIL? ing the “traditional” approach, for many 

years, we have ample evidence by which 

to test its relative effectiveness. I shall 
review evidence of one major strand of the “traditional” approach in 
order to provide the basis for further evaluation of the claim that this 
approach holds little promise. 

Almost universally in recent years (as noted in the introduction), 
States and localities have sought to attract (or retain) businesses 
through special tax subsidies or breaks for business activity. The 
underlying assumption in those policies is that a shift toward relatively 
lower business taxes ina particular jurisdiction will make that location 
relatively more attractive for firms and that, on average, the rate of 
growth of business activity in that jurisdiction will increase. 

There is no evidence that this strategy works. \ndeed, there is 
substantial evidence that it is destined to fail. All available empirical 
evidence suggests that jurisdictional tax favors for business are 
unlikely to have any significant effect on the rate of business activity in 
that jurisdiction. 

Roger Vaughan, in a companion volume in this series (Vaughan, 
1979), reviews the issues embodied in state tax policy in some detail. As 
a result, a brief summary of available evidence is sufficient. 


@ “There is little evidence that overall tax levels are too high” 
(Vaughan, 1979). The average U.S. business pays less than one percent 
of its total revenues in general business taxes. 
@ “Counter to many myths, tax differences can be blamed for very 
little of the regional shifts in employment and for relatively little of the 
shifts from central cities to suburbs” (Vaughan, 1979). There are 
several reasons for this. State and local taxes are offset against federal 
taxes. Tax rates are low to begin with, so that variations have slight 
overall effect on business activity. More important, the costs of most 
other factors affecting business activity swamp the influence of 
variations in taxes. In short, as Vaughan concludes, “the over- 
whelming evidence from many studies of industrial location decisions 
suggests that firms select their region based upon broad criteria... 
Compared with these factors, state and local taxes shrink in 
importance.... The near unanimity of findings from all sources gives 
some credibility to the basic proposition that tax rates have not been 
important.” 

An extended discussion by Harrison and Kanter (1978) provides 
similar conclusions about the broader range of business incentives 
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which State governments have applied: “Our research indicates that 
neither conventional economic theory nor . . . empirical evidence 
provide much support for the popular belief that states can 
significantly affect industrial expansion, relocation or start-up with 
the kind of incremental incentives they have been using.” But if these 
incentives have so little effect, why do States keep providing them? 
Harrison and Kanter suggest that businesses have taken advantage of 
current economic insecurity by seeking tax advantages which are 
insignificant in the context of their overall profitability. They quote 
one lobbyist, perhaps more candid than others, who suggested that 
while businesses would prefer an absolute reduction in corporate 
income taxes, “tax incentives will have to do.” 

There is no empirical basis for believing that significant variations in 
state tax incentives or corporate tax levels exert much influence on 
business locational behavior, improve the supply of “good jobs” in a 
State, or offset the opportunity costs of State revenues foregone. 
Many policymakers will find this counter-intuitive. Aren’t favors to 
business, leading to reductions in their costs, bound to make at least 
some difference? 

Based on the discussion in the preceding chapter, it should now be 
reasonably clear why these kinds of “traditional” approaches have so 
little effect. 

There are substantial structural rigidities in the U.S. economy. 
Historically, major business decisions about regional location have 
flowed from basic shifts in the factors affecting control over their 
markets and workforces. Substantial shifts in the quality of 
infrastructure have followed from those major business shifts. State 
governments would be able to counter the effects of those structural 
changes only if they were able to mount policies with comparable 
structural effects. 

Are there some policy options which would have such effects and 
nonetheless remain consistent with the “traditional” approach? 

One set of policies which might eventually influence business 
locational behavior would involve efforts to affect the quality of 
infrastructure in a given State. Private businesses themselves prefer 
not to spend money on infrastructural investment simply because they 
cannot typically monopolize the returns to those investments. So 
public policies affecting the quality of available infrastructure would 
require direct government action, not support for business activities. 

But even if States did pursue such policies, there is little likelihood 
that private firms would provide any greater quantities of “good jobs” 
merely because the quality of the supporting infrastructure had 
improved. Until one had transformed the competitiveness of some 











firms’ environments, millions of enterprises will be incapable of 
providing “good jobs.” And until one directly affects the way in which 
large corporations organize production, it is unlikely that a better 
infrastructure would make them any more liable to increase the 
number of “good jobs” they make available at any given level of 
production or investment. 

There is one other set of “traditional” policies which States could 
pursue which might potentially affect business location decisions. In 
Chapter 2, I argued that critical turning points in the dynamics of 
urban and regional development in the U.S. have flowed from 
corporate efforts to escape from areas where workers began to increase 
their relative strength and ability to affect the quality of their work. A 
variety of studies have shown, for example, that the lower wages of 
workers in the South primarily reflect their weaker bargaining 
position, not their lower skills or the particular composition of 
industry which has located in the South (see, for instance, Malizia, 
1976). This suggests that Frostbelt States might conceivably influence 
firms’ location decisions, over the long run, if they both modernized 
the infrastructure in the Frostbelt and dramatically reduced workers’ 
bargaining power—supporting right-to-work laws, or firms’ efforts to 
decertify collective bargaining units, or business assaults on minimum 
wage laws, or corporate evasion of the statutory intentions of the 
National Labor Relations Act. Business attitudes about location in the 
Northeast and North Central regions might be influenced, in short, if 
States sided much more openly and consistently with firms against 
workers and unions. Even here, small changes in policy would not be 
enough; presumably, unions would have to be pushed back to the 
quanitative and qualitative levels of power and influence which 
currently characterize both the Sunbelt and, more dramatically, 
countries like South Korea and Brazil to which large corporations 
have recently been attracted. 

Were State policymakers to move in this direction, the terms of 
policy objectives would be altered significantly. It would no longer be 
true that States were pursuing the policy objectives of increasing the 
supply of “good jobs.” Given the character of recent corporate shifts to 
the Sunbelt and overseas, this kind of policy approach would mean 
that States were explicitly seeking to support corporate profits at the 
expense of the quality of work available to workers. It seems 
impossible to argue, in any rigorous or coherent way, that State 
policies which attracted businesses because they achieved sufficient 
reductions in workers’ power were actually serving the objectives of 
increasing the supply of “good jobs” in those States. 

This discussion helps clarify, in the end, the specific themes which 
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have recurred throughout this essay. The “traditional” approach to 
moderating State employment problems cannot work for either or 
both of two reasons. First, most State policy tools which pursue 
employment objectives through effects on business profits are 
incapable of affecting the structural characteristics of the economy 
which create the scarcity of “good jobs” in the first place—either by 
permitting peripheral firms to provide good jobs or by convincing 
large firms to change their employment policies. Second, those few 
State policies which might actually influence the behavior of large 
corporations would explicitly attack the quality of work and 
eventually reduce the supply of “good jobs” available in the economy. 
The structure of the economy, in short, creates conflicts between the 
level of business profits and the quantity of “good jobs.” The 
“traditional” approach will either have no effects on firms’ 
employment behavior (and provide marginal subsidies to business 
profits) or will have dramatic effect on business activity at the direct 
expense of work quality. Those who retain their concern with the 
quality of work and the supply of “good jobs,” this argument suggests, 
must begin to consider alternative policy approaches. 
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CAN “COMMUNITY” A “community” approach to State em- 


APPROACHES ployment problems would seek to de- 
ACTUALLY velop, encourage, and support non- 
SUCCEED? profit, community-based mechanisms for 


providing “good jobs.”? As the preceding 
discussion has argued, States would presumably move in these 
directions precisely because they offered a better chance of increasing 
the supply of “good jobs” than support of profit-seeking business 
enterprises would afford. 

Can such a “community” approach work? Since there is so little 
non-profit, community-based enterprise at present, how can we be 
confident that such organizations could, in fact, overcome some of the 
structural problems constraining profit-seeking enterprises? How 
likely is it that a “community” approach could actually help moderate 
State employment problems by increasing the number of “good jobs” 
available in the economy? 

In order to answer this question we need to return to basics. Any 
enterprise faces six necessary conditions for the effective provision of a 
good or service. It must be able to gain access to and effectively 
combine: (a) raw materials (through an available infrastructure); (b) 
workers in sufficient quantity with required skills; (c) appropriate 
production technology; (d) administrative and coordinative capacity; 
(ec) the capital funds necessary to generate and sustain the enterprise; 
and (f) a demand for its output. 

None of these requirements constitutes an intrinsically insuperable 
obstacle to a “community” approach to State employment problems, 
Indeed, each could be met througha concerted and coordinated public 
effort to pursue the “community” approach. 


® Raw Materials and Infrastructure. At first blush, there is obviously 
some grounds for concern about the provisioning of community-based 
enterprises. Can we assume that such enterprises will be able to gain 
access to energy, buildings, transportation, and other supplies at 
relatively “competitive” prices—regardless of the location of the 
communities in which they are operated? Communities in many older 
cities in the Frostbelt undoubtedly suffer current disadvantages in 
many of these respects. But this problem can be turned on its head with 
some careful analysis of the character of those current disadvantages. 

One of the major issues currently facing economic policymakers 
involves infrastructural investment over the next 25 years. What kind 
of energy system will be developed? Will the truck continue as the 
dominant form of freight transport? Will industry continue to rely on 
electrical power as heavily has it has since 1900? Answers to these kinds 
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of locational and infrastructural questions have been shaped in the 
past by an underlying corporate concern with control of employees. If 
a “community” approach were to acquire a dominant influence over 
infrastructural policymaking, in contrast, it is certainly possible that 
major decisions about energy, transit, and building structures 
themselves could be framed by a concern with the consistency of those 
new infrastructural investments with evenly distributed community 
development priorities. If decentralized solar heating helps promote 
decentralized manufacturing (which in turn helps provide many more 
“good jobs”), for example, then that becomes one important argument 
in favor of intensive technological support for solar alternatives within 
the framework of the community approach. If renewal of an urban rail 
network is both economically feasible and consistent with community- 
based development priorities, to pick another illustration, then that 
would constitute an important, relatively independent argument for 
intensive support for renewal of rail networks. In general, since public 
subsidy of an investment in infrastructure is going to be taking place 
over the next 25 years anyway, we stand at a crossroad of critical 
decisions: does infrastructural investment continue to support the 
advantages of large corporations and other profit-seeking enterprises, 
or is it fashioned increasingly out of a concern with the potential for 
non-profit community-based enterprises? If States (and other levels of 
government) fail to move in the latter directions now, then it is likely 
that we shall face the prospect of a private sector which provides even 
fewer “good jobs” in the year 2000 than it does now. 

@ Workers. The discussion in Chapter 2 certainly indicates that there 
are more than enough available workers to provide a supply of labor to 
community-based enterprises. (Indeed, the excess supply of workers in 
the current economy is precisely the problem.) Moreover, the 
discussion in Chapter 2 seems to indicate that there is no intrinsic 
problem posed by the distribution of skills among workers currently 
available. It is certainly true that those who presently suffer the worst 
problems of unemployment and underemployment have relatively 
fewer skills than those with the best jobs. But it is equally true that the 
skills required for many primary jobs in the current economy can be 
easily learned or acquired in a very short period of time. It is also true 
that many workers generally confined to secondary employment are 
“over-qualified” for those jobs. Experience with corporate training 
programs of the late 1960s seems to indicate, finally, that people 
acquire skills quickly if they fulfill the requirements of a “good job” 
which is clearly available and more or less guaranteed for the trainee. 
In these respects, therefore, we can safely assume that community- 
based enterprises would be able to attract and/or train workers with 


the skills necessary to perform tasks defined by the “good jobs” created 
in those enterprises. 

@ Appropriate Production Technology. There is nothing about 
advanced technology as such which precludes its use by community- 
based enterprises or its consistency with “good jobs.” Coal-mining is a 
very dangerous activity in the United States, for example, but that 
reflects the failure of U.S. mining companies to make adequate use of 
existing technology, not from the character of the work; the miner’s 
job is a much “better” job in Europe than the U.S. precisely because 
European mines use more modern and safer technology. This example 
suggests an obvious conclusion: technologies can support “good job” 
creation as much as they can undercut it—depending on the policies 
and priorities which frame the exploration and utilization of 
technology. Non-profit, community-based enterprises would need 
access to modern technology, but, as long as we assume that there is 
nothing about advanced technology which intrinsically constrains the 
provision of “good jobs,” then the only barrier which community- 
based enterprises would have to overcome would be financial, not 
technological. Such enterprises would need to be able to afford 
advanced technology, in short, but would not face “technical” 
obstacles to their efforts to combine effective and relatively 
inexpensive production with “good jobs.” 

@ Administrative and Coordinative Capacity. One impression that 
many policymakers have developed about community-based enter- 
prises is that they lack administrative and coordinative capacity. 
There is undoubtedly some truth in these generalizations about past 
experience. But the issue is like those we have already discussed for 
infrastructure and technology. As long as the federal government and 
energy companies devote almost no research and development to solar 
technologies, for example, the available set of solar techniques will 
undoubtedly seem insubstantial compared to the apparent wizardry 
behind synthetic fuels. In the same way, the administrative skills of 
many fledgling community-based enterprises will pale in comparison 
with the technical competence of large corporations until those 
community enterprises receive substantial commitments of develop- 
ment and capital funding. Once these enterprises began to acquire a 
future, there would be substantial reservoirs of people with critical 
administrative and professional skills who would be prepared to 
devote energy and effort to non-profit, community-based enterprises. 
(The only logical ground for doubting their availability would be the 
tenuous assumption that professional workers would always refuse to 
apply their skills except in situations where they could assume the 
potential rewards of salaries in the range of $60,000-$100,000 a year. 
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While this is undoubtedly true of many professionals, it is undoubtedly 
not true of many others.) We can take the availability of these 
resources for granted once community-based enterprises appear to get 
public and private commitments of support. 

B Capital Funds. Non-profit community-based enterprises would also 
require access to substantial capital funds in order to be able to 
develop effective, cost-efficient systems for producing goods and 
services which people need in ways which maximize their abilities to 
provide “good jobs” for those who need them. Would State 
governments have to pour substantial subsidies into the reduction of 
the net costs of capital acquisition in order to create some space in the 
sun for small enterprises? 

In their detailed study in a companion volume in this series, Litvak 
and Daniels (1979) argue that while variations in the cost of capital are 
fairly unimportant to the success or viability of business enterprises, 
simple access to capital is critical for such success. They conclude, “the 
key point, then, is not subsidizing the cost of capital, but ensuring its 
availability for profitable enterprise.” 

Where could such capital come from? Would State governments 
have to put up the money themselves? Would this therefore drain 
public tax coffers or strain governments’ current bonding capacity? 

There are vast capital resources in this country whose current 
allocation is nominally regulated by State (and, to some extent, 
federal) governments. These funds include public and private pension 
funds, savings bank deposits, and insurance company assets. In each 
of these three cases, people have amassed savings which have been 
placed in the hands of the executors of those savings—trust or fund 
managers, banks, and insurance companies. The government 
establishes the regulatory framework under which the managers of 
those funds must operate. Current government policy allows such 
managers to allocate those investment funds however they wish to 
whomever they choose—subject to basic regulations on mismanage- 
ment and cost effectiveness. But there is no reason why local and State 
governments could not choose to stipulate a range of activities which 
deserve investment priority and a boundary to the geographic area in 
which such funds might be allocated. Such a precedent has been 
established recently in some anti-redlining legislation, which requires, 
in effect, that a stipulated percentage of savings bank deposits (say, 25 
percent) be allocated for investment (in home mortgages, for 
example). These precedents could be applied to pension funds and 
insurance company assets with exactly the same logic as with savings 
deposits. The point seems clear: If people amass savings, why 
shouldn’t those savings be channeled in directions which best serve the 
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interests of people in their own communities, not the interests of 
people somewhere else? And why shouldn’t people’s local and State 
governments become involved in establishing criteria for such 
investment regulation? 

Free market advocates typically reply that savers want the highest 
possible rate of return for their savings, that they would not be 
prepared to make a sacrifice of potential interest and equity 
accumulation for the sake of the “community interest.” But this 
assumes that profit-seeking enterprises are always capable of payinga 
higher rate of return on assets invested than non-profit community- 
based enterprises. Much of the argument to this point should have 
raised serious doubts about the tenability of that assumption. 
Investments in small profit-seeking enterprises, as we can see from the 
Birch data reviewed at the end of Chapter 2, are bound to seem 
shaky—as Birch puts it, a “banker’s nightmare.” Investments in large 
corporations are more reliable, but large corporations must cover 
profits and dividends which non-profit, community-based enterprises 
would not need to cover. It is certainly plausible that community- 
based enterprises, with appropriate access to capital funding and 
government backing in the short run, would be able to reduce their 
costs of business per unit of output to levels at least comparable with 
those of large private firms and that they would therefore be able to 
pay comparable rates of return on investment. 

Thus, a strong argument can be made for the potential viability of 
non-profit, community-based enterprises if governments provide 
initial support and backing and if governments pursue regulatory 
policies which seek to channel available capital in directions which 
make sense from the point of view of the general public. The federal 
government is considering such intervention on behalf of large private 
corporations—with possible loan guarantees to companies like 
Chrysler and billions of dollars of technical development to support 
projects like synthetic fuels which private companies will eventually 
control. Why shouldn’t State governments consider alternative 
policies of comparable scope in directions which hold much greater 
promise of “good job” generation? 

@ Product Demand. Having proceeded this far, the last step seems 
easy. If we can assume that non-profit, community-based enterprises 
would receive sufficient public support to solve the other problems 
they would face, then they could presumably produce goods and 
services which people need and would buy. Consumers in this country 
would clearly buy food if it were of higher quality and/ or at lower cost 
than that currently provided by large food processors and chains. 
People obviously need decent low-cost housing. People desperately 
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need better, less expensive, and more reliable health care. There is a 
crying need for conservation projects and reliable low-cost energy. 
Millions need alternative forms of transportation. And millions need 
services like education and counseling which would help them pursue 
their other objectives. If community-based enterprises developed the 
capacity to produce these kinds of high quality goods and services at 
relatively low cost, the problems of product demand could easily be 
solved. 

Although the preceding paragraphs suggest that there are no 
intrinsic barriers to the development of viable, non-profit community- 
based enterprises, two further, much more general issues need to be 
addressed—one at what economists would call the micro-economic 
level and one at the macro-economic level. 

Is it actually possible that community-based enterprises could 
compete with and provide equally cost-effective goods and services as 
profit-seeking private enterprises? Doesn’t the “free market” guaran- 
tee efficiency? Three points seem important about the micro- 
economics of this comparison. 

First, all large corporations receive and rely on government support; 
there is no such thing as a pure “free market” in this respect. Large 
corporations rely on public subsidies for infrastructure and research 
and development. They have come to expect bail-outs and guarantees. 
They demand and receive investment tax credits, accelerated 
depreciation allowances, and support for product demand. Indeed, it 
is reasonable to argue that even the largest of private corporations, like 
General Motors and Ford (much less Chrysler), would not be able to 
operate as they currently do without having received critical public 
support and subsidy over the years. Isn’t it possible that comparable 
commitments of public resources and support to community-based 
enterprises would make more sense? 

Second, even with all that support, profit-seeking enterprises are not 
necessarily “efficient.” They spend billions on administrative costs 
necessary to control world markets which much smaller, community- 
based enterprises would not need to spend. They spend billions on 
huge salaries for their chief executive personnel. They spend billions 
on advertising designed to convince consumers to purchase products 
of questionable quality. All of these expenditures are built into the 
costs and therefore the prices of the goods of those corporations. They 
rarely face the competition of enterprises which do not incur those 
costs because neither the private nor the public sector has ever devoted 
resources and capital to the development of such non-profit 
corporations. 

Third, community-based enterprises would presumably face some 


disciplinary pressures of their own which would constrain potential 
waste. Theory tells us that product-market competition and investors’ 
thirst for profits keep profit-seeking firms honest. Theory would also 
suggest that consumers’ demand for quality (for their money) and 
community-based political and investment controls would presum- 
ably have equivalent effects on non-profit, community-based 
enterprises. Just as some profit-seeking firms engage in corrupt and 
inefficient practices, disproving the perfect reliability of the theory of 
the “free market,” so has it turned out that some “community-based” 
and private organizations have not behaved perfectly either. In theory, 
nonetheless, there is every reason to expect that a concerted movement 
toward the “community” approach would develop continuing 
pressures on non-profit, community-based enterprises to remain 
efficient and effective. 

In short, one cannot predict, a priori, the greater efficiency of profit- 
seeking over non-profit, community-based enterprises. If that is true at 
the micro-economic level, then the likelihood that non-profit, 
community-based enterprises would provide “good jobs” more 
reliably than their private, profit-seeking counterparts seems, by itself, 
to establish a sufficient rationale for devoting State government policy 
toward their creation and support. 

What about macro-economics? Doesn’t the current priority on 
fighting inflation rule out expanded public commitment to new kinds 
of policies and activities? 

When we look closely at such concerns, it turns out that exactly the 
opposite kind of conclusion seems more appropriate: Movement 
toward policies which would seek “good job” generation through non- 
profit, community-based enterprises would also make important 
contributions toward the moderation of some of our principal current 
macro-economic problems. This is not the place to review the sources 
of those macro-economic problems at length, but two points seem 
crucial. 

First, productivity has stagnated and unemployment remains high 
not because corporations lack profits and capital funds—since 
corporate profits have recently soared—but because corporations 
have been reluctant to invest (at least in this country) because of 
concern for the basic instability of the political and economic climate 
in the United States. If State governments began to pursue policies 
that would help “stabilize” the process of investment and employment 
growth, then some of the current instability would potentially be 
reduced. Public support for “good job” generation should also help 
restimulate private investment and demand. 

Second, the development of non-profit, community-based enter- 
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prises would help improve the terms of the trade-off between inflation 
and unemployment. On the employment side, these enterprises would 
probably generate more jobs per unit of output and investment than 
large private, profit-seeking enterprises: | have explored the reasons 
for this in previous discussion. On the price side, they would probably 
reduce the rate of inflation associated with any given level of output: If 
we assumed that consumer demand was at a particular level, and that 
there was a shift toward production by non-profit, community-based 
enterprises, then production costs at that given level of output might 
be lower than under present circumstances because fewer resources 
would be devoted to relatively unproductive corporate expenses like 
high executive salaries and expensive advertising. 

But this immediately raises a final macro-economic question: If 
increasing support for non-profit, community-based enterprises 
generated more good jobs, would this not, by definition, increase 
average wage levels; therefore increase aggregate labor costs; and, 
consequently, increase prices through cost mark-up pricing? There are 
two reasons why the “community” approach would not necessarily 
have those hypothetical effects on prices. 

First, some of the increased wage costs would come out of what 
currently goes toward corporate profits. Second, and perhaps more 
important, the increasing costs for wages paid to workers with “good 
jobs” could potentially come out of what now covers the salaries of 
high-paid executives and professionals. Let us assume that there are 
now about 750,000 salaried workers who earn more than $75,000 a 
year. (The government does not release separate data on people 
earning more than $50,000 a year, but this “guesstimate” is relatively 
conservative.) Their salaries, by themselves, would be enough to cover 
the wages of nearly four million workers earning $15,000 a year at full- 
time, year-round employment—accounting for a huge share of those 
who currently lose working hours to unemployment during a given 
year. However hypothetical, these calculations suggest an obvious 
point: If there were a shift toward production in enterprises devoted to 
providing “good jobs,” and if that movement effectively generated an 
aggregate shift toward a more equal distribution of labor incomes 
among wage-and-salary employees, then higher wages for those not 
now in good jobs would not necessarily add to production costs. 

Suppose that there were a dramatic policy shift toward the 
“community” approach? What would happen to the rest of the 
economy? Would there be a collapse elsewhere? 

There is no doubt that a movement in the directions identified by the 
“community” approach would involve substantial shifts in the 
character of economic activity in the United States. But it would not 








involve any necessary attack on the right of private businesses to 
operate. Private, profit-making businesses would simply face 
additional and more stringent competitive pressures. If they wanted 
access to certain pools of capital, they would have to meet the 
standards by which that capital was allocated. Meeting those 
standards, they would be able to go about their businesses. 

This does not amount to a policy position which opposes business 
profits just to oppose business profits. It builds from an argument that 
other social objectives, like the quest for better jobs, deserve higher 
priority than profits. Where support for profits and support for “good 
jobs” conflict, support for profits should take second place. If no 
conflicts exist between those policy objectives, so much the better. 

In conclusion, a “community” approach to the generation of “good 
jobs” is both plausible and desirable. One important topic remains for 
further discussion. In Chapter 4, I turn to a brief discussion of the 
policy instruments which one might apply in moving toward a 
“community” approach to State employment problems. 


Footnotes to Chapter 3 


1. There is no slackening in mainstream economists’ support for this “traditional” approach. The 
National Commission for Manpower Policy recently released a special report on“Increasing Job 
Opportunities in the Private Sector.” In the introduction, Eli Ginzberg, who has long argued the 
importance of greater attention to the problems of “good jobs” and “poor jobs,” adopts a simple 
position about current policy directions: “If the enlarged participation of the private sector in 
federal training and employment programs is a sound objective—and it is difficult to argue 
otherwise—then tax as well as a range of other devices that might elicit a positive response from 
the business community are worth exploring.” (National Commission for Manpower Policy, 
1978: 5.) 


2. This “community” approach has not yet been well-developed in great detail, but similar 
discussions with somewhat more institutional detail and concrete discussion of proposals are 
available in Rifkin and Barber (1978); Faux and Lightfoot (1976); Case, Goldberg and Shearer 
(1976); and Conference on Alternative State and Local Policies (1977). 
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POLICY TOOLS FG@e 
DIFFERENT SEASONS 


For policymaking purposes, it is obviously insufficient to leave off our 
analysis with only a sketch of general approaches to employment 
policy. In this very brief chapter I highlight the implications of the 
preceding analysis for specific choices among policy instruments 
aimed at moderating State employment problems, and attempt to 
exemplify the basic differences between the “traditional” approach 
and the “community” approach to “good job” creation. I do this in 
order to show that the specific choice of policy instrument matters 
much /ess than the basic approach to “good job” creation which State 
policymakers pursue: Any given policy instrument offers little 
promise if applied within the framework of the “traditional” approach 
to moderating State employment problems; but the very same instru- 
ments could be employed with more promise in the context of a 
“community” approach to “good job” creation. 

Because the purpose of this chapter is to illustrate an argument 
rather than to develop a complete and exhaustive menu of policy 
options, I have chosen a relatively limited set of examples as a basis for 
the development of this argument. 


Skills Training Many public agencies continue to pro- 
mote skills training programs as a solu- 
tion to employment problems. When skeptics cite evidence of the 
occasional failures of previous efforts in these directions, skills 
training proponents respond with innovative twists on the traditional 
models, arguing that slightly more ingenious programs will have 
demonstrably more favorable results. This kind of discussion largely 
misses the most important issue: The promise of skills training 
depends entirely on the context in which the training takes place. 
On the one hand, skills training programs aimed at jobs in the 
private sector are unlikely to have any significant effect on the supply 
of “good jobs” provided by the private sector. Small firms in 
competitive industries do not currently provide many jobs requiring 
substantial skills. Increasing reliance on skilled workers, in the case of 
these enterprises, would require sufficient market stability and capital 
80 funding to permit changes in the character of their production process. 


Skills training by itself does not address the basic obstacles to “good 
job” creation in small competitive firms. 

In contrast, large firms can afford to hire skilled workers but prefer, 
other things equal, to reduce their reliance on skilled workers. As | 
pointed out in Chapter 2, the internal job structures of large firms are 
so rigid and inflexible that an increased supply of skilled workers—or 
a public subsidy of training costs—is highly unlikely to increase their 
inclination to use more skilled workers or provide more good jobs. 
(The example of the boatyard’s calculus on welding costs discussed in 
Chapter 2 illustrates this kind of rigidity, even though it refers to a 
somewhat different kind of specific problem.) To the extent that this is 
true, then public subsidy of training costs for workers who are 
eventually hired by large firms has the effect not of increasing the 
number of “good jobs” which those firms provide but rather of 
increasing their profits as a result of the reduction in their internal 
costs of training. This leads, in the end, to public tax subsidy of 
corporate profits. If we assume that those tax dollars could otherwise 
help support programs which would help generate “good jobs,” we 
confront once again the apparent conflict between private profit and 
the supply of “good jobs.” 

On the other hand, skills training would make considerable sense if 
pursued in the context of a “community” approach to “good job” 
creation. While there is a large supply of workers with skills available 
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in the labor market as a whole, there are also many workers whose 
education and employment experience have not provided them with 
many productive skills. The corporate experiments of the late 1960s, as 
Cohn (1971) shows, demonstrated that workers from “disadvantaged” 
backgrounds could and would acquire skills training rapidly if they 
were convinced that a “good job” awaited them at the end of the 
training road. Skills training would enhance the “community” 
approach to “good job” generation for those who need skills 
development. The costs of skills training, in the long run, would 
certainly be outweighed by ‘the reduced costs of unemployment 
insurance, welfare benefits, and crime prevention to which the current 
policy failures to reduce unemployment rates now contribute. 


Tax Incentives and Tax subsidies and investment incentives, 
Investment Subsidies by themselves, are unlikely to affect the 

supply of good jobs. (See Kieschnick, 
1979; and the Advisory Commission on Intergovernmental Relations, 
1978, for further discussion on these general points.) Indeed, the wide 
variety of tax incentives and investment subsidies all have the same 
intended effect. They hope to reduce the costs of business operations 
along certain dimensions—such as inducing more investment or 
attracting business to a particular location. But these policies are 
unlikely to affect firms’ behavior at the margin. Structural changes 
would be necessary in order either to make possible small firms’ 
provision of “good jobs” or to guarantee that large firms would move 
toward the provision of more (rather than fewer) “good jobs.” Without 
those structural changes, tax incentives and investment subsidies are 
unlikely to change the structure of employment which private, profit- 
seeking firms provide and are likely, instead, to subsidize profits, at 
any given level of economic activity, at the expense of taxpayers’ 
spendable earnings. 

In contrast, the equivalent of such tax subsidies and investment 
incentives might have dramatic effects in the context of a sustained 
community approach to “good job” creation. Suppose that State 
governments began to develop infrastructure and other coordinated 
policies to develop and support non-profit, community-based 
enterprises (as opposed to such current support of large corporations). 
Tax incentives and investment subsidies (at levels more or less 
equivalent to current “tax expenditures” to large private corporations) 
might then help provide critical support for new community-based 
enterprises during those early periods of incubation when they “shake 
out” their problems and try to develop the size of operations which 
permits decent economies of scale. The point is that such subsidies 


would be part of an explicit public effort to use government policy 
instruments to promote “good job” creation (among other policy 
objectives), not simply to provide inducements to private profit- 
seeking corporations to undertake whatever investments they prefer 
regardless of the impact of those investments on State employment 
problems. 


The Government as Many have sought, through their support 
Employer of for policy initiatives like the Humphrey- 
Last Report Hawkins Bill or CETA appropriations, 


to enlist the government as the “employer 
of last resort” when those desiring work have not been able to find 
adequate employment in the private sector. Once again, this policy 
fails to discriminate between the implications of a “traditional” and a 
“community” approach to employment problems. 

If the government functions as an employer of last resort without 
undertaking other policies to provide capital and administrative 
support for the labor activities of the workers it hires under such 
programs, it virtually condemns those workers to jobs which pay low 
wages and offer insecure futures. Almost by definition, these 
government programs seek no other productive resources with which 
“employees of last resort” can work. This means that they may be able 
to rake leaves but that they cannot easily produce decent housing for 
those who need it. This means, in turn, that such workers cannot easily 
command the kind of pay and employment security which would 
justify the wages required by our definition of “good jobs.” Indeed, the 
very definition of employment of last resort suggests that workers will 
be laid off as soon as the government decides that employment 
conditions in the private sector will accommodate those currently 
employed in those public jobs. (And the presumption that the public 
sector should not compete with the private sector, leading to no 
resource funding to support the productiveness of “employees of last 
resort,” inevitably relegates such employees to relatively inefficient 
activities.) This approach almost explicitly consigns the “last hired” by 
the private sector to alternating periods of private and public 
employment, exposing them to bouts of intermittent unemployment, 
and denying them the opportunity to develop some of the skills and 
experience which continuing and stable employment might alterna- 
tively provide. 

In contrast, public employment in the service of a “community” 
approach to “good job” creation could have important additive 
effects. Suppose the government hires people to develop plans for 
community-based enterprises (which would emphasize the provision 
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of “good jobs”). Suppose that these employees got the inside track to 
jobs in those community-based enterprises once they developed a firm 
foundation. This would mean that government expenditures on 
current employment would potentially lead to permanent and 
adequate employment of those employees in the private, non-profit, 
community-based sector. This approach would not only increase the 
chances of permanent employment for those whom the government 
currently employs but would also promise declining government 
expenditures on “employment of last resort” over time. The difference 
between government employment in this context and government 
employment as a residual in a “traditional” approach is that we could 
presume, over the long run, an increasing supply of “good jobs” from 
community-based enterprises, whereas we cannot presume such an 
increase from private sector economic activity. The critical task, if we 
hope to turn government employment in these relatively more 
promising directions, is to link current government employment witha 
complex of coordinated policies aimed at the longer-term develop- 
ment and support of non-profit, community-based enterprises 
oriented toward “good job” creation. 


Wage Subsidies and Some analysts, like Vaughan (1978), have 
Employment Vouchers _ proposed increasing government concen- 

tration on programs providing wage sub- 
sidies (or employment vouchers) for firms in order to encourage a shift 
toward a higher utilization of labor and, ultimately, more employ- 
ment. 

These policies hold little promise if applied within the context of the 
“traditional” approach to employment problems. For small firms, 
wage subsidies are unlikely to overcome the obstacles to small firm 
generation of “good jobs.” Small firms in competitive industries 
cannot solve the problems of infrastructure and capital access, 
regardless of marginal variations in the relative costs of labor they 
face. Even if wage subsidy programs induced a partial substitution of 
labor for capital at the margin, small firms would be unlikely to be able 
to provide the kind of employment security, decent working 
conditions and job control which we have also defined as necessary 
components of “good jobs.” 

The problems with wage subsidies to large firms are similar to those 
we earlier discussed for skills training. Because of the inflexibility of 
job structures, wage subsidies might not necessarily induce the 
substitution of labor for capital within structured internal labor 
markets. Nor would they be likely to affect large firms’ preferences for 
relatively fewer “powerful” employees. Instead of inducing firms to 














provide more “good jobs,” wage subsidies might principally have the 
alternative effect of using tax dollars to reduce firms’ wage costs and 
therefore to increase their profits (with respect to internal wage 
expenditures). Instead of generating more good jobs, in short, wage 
subsidy programs would be likely to subsidize profits with public tax 
dollars. 

In contrast, within the context of a sustained “community” 
approach to State employment problems, monies spent on wage 
subsidies might help support initial start-up costs for community- 
based enterprises, promoting the development of those enterprises and 
eventually permitting, after early incubation, a gradual reduction in 
their reliance on those wage subsidies. What matters, once again, is the 
context in which such a policy instrument is applied and the longer- 
term economic directions which those short-term expenditures help 
sustain. 


Whither the I have briefly provided some examples 
“Communiy” which indicate that the basic approach 
Approach? which policymakers pursue matters more 


than the specific economic activities 
which their policy instruments are designed to affect. Whether govern- 
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ments seek to affect skills training, rates of employment, or relative 
labor costs, the considerations which argue in favor of the 
“community” approach in general will also argue in favor of the 
application of any given policy instrument within the context of that 
general policy approach. 

State policymakers should seek to apply all policy instruments 
currently or potentially at their disposal to full support of the 
“community” approach. This will require a coordinated and sustained 
effort to encourage, develop, and support non-profit, community- 
based enterprises devoted to providing growing numbers of “good 
jobs.” Policies aimed at this direction should necessarily focus on 
improving these enterprises’ access to (a) raw materials and 
infrastructure; (b) workers with adequate skills; (c) appropriate 
production technology; (d) adequate administrative and coordinative 
capacities; (e) sufficient capital funds; and (f) access to suitable 
demand for the goods and services they might conceivably produce. 
For further detail on some of the specific directions which such a 
coordinated policy approach might take during the 1980s, see Litvak 
and Daniels (1979), Coltman and Metzenbaum (1979), Philip (1978), 
Kieschnick (1979), and Harrison and Bluestone (1980). 

This brings us to a point of conclusion. 

I have argued that State governments should make dramatic 
changes in the direction of their policies aimed at current employment 
problems. I have suggested in sequence: 


@ that the economy needs more “good jobs,” not simply more jobs 
regardless of their quality; 

@ that a structural analysis of the economy’s failure to provide enough 
“good jobs” provides a much more adequate explanation of that 
failure than traditional mainstream economic analyses of job and 
wage determination; 

@ that this structural analysis suggests the preferability and 
plausibility of a “community” approach to moderating State 
employment problems and argues against the currently prevalent 
“traditional” approach; and 

@ that these differences in basic policy approach matter more than the 
specific character of particular policy instruments which government 
policymakers normally consider. 


I have tried to develop these arguments with as much attention to 
logical coherence and empirical evidence as possible. I have made 
virtually no reference to the obvious political obstacles which would 
confront a sustained government effort to move in the directions 


indicated by the “community” approach to employment problems. 

Many policymakers feel that the citizenry favors the private sector 
over the public sector, free enterprise over public enterprise, and 
corporate initiative over public initiative. But these attitudes are 
themselves the product of public pronouncements and prevailing 
policy. Many white U.S. citizens displayed obvious racial prejudice 
through the 19th and early 20th centuries, for example, but when 
public policies began to change in the 1940s, 1950s, and early 1960s, 
public attitudes followed closely behind. 

Similar changes seem possible with employment policy. We 
desperately need to move toward rapid moderation of our current 
employment problems. The arguments of this essay suggest that this 
will require something like the “community” approach sketched in the 
preceding pages. The logic of those arguments indicates that we have 
no other alternative. The urgency of the problem requires that these 
arguments be addressed directly and openly. I have little doubt that 
public opinion will respond. 
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INFLATION AND UNEMPLOYMENT 
SURVIVING THE 1980s 


Roger J. Vaughan 





INTRODUCTION 


The nation is winding up the 1970s as it entered them—with a recession 
coupled with inflation. In fact, many analysts believe that we will 
suffer higher unemployment and sharper inflation in 1980 than in 
1970. Between these unfortunate endpoints, we experienced the 
deepest recession since the disastrous 1930s, a shock that forced many 
already weakened local jurisdictions to the brink of bankruptcy. If 
past experience is any guide, the first dollars of any federal 
countercyclical assistance will not be distributed until 1981, by which 
time many state and local governments will have been forced to make 
painful and disruptive cuts in local services and capital expenditures. 
Clearly, state and local governments can no longer afford to wait for 
federal countercyclical programs. 

Not only will federal efforts supply too little, too late, but the 
programs that Washington ultimately initiates are likely to be inap- 
propriate. The true victims of recession, those with little job experience 
or training, will receive little benefit from countercyclical programs. 
High unemployment in a presidential election year may force the 
Federal Reserve Board to boost the money supply, setting the stage for 
renewed inflation during the 1980s. 

So long as we rely on White House or Congressional action to 
combat the twin problems of recession and inflation, we are assured of 
continued confusion. In this paper we argue that states have many 
potential programs for smoothing fluctuations inemployment growth 
and for reducing the bite of inflation. Although state governments 
cannot cure the nation’s economic problems, they have barely 
scratched the surface in applying the remedies at their disposal 
especially when they act in a concerted fashion. 

The failure of federal economic stabilization policy stems from a 
broader failure to solve a variety of divergent national economic 
problems. Increasing centralization in Washington has stunted state 
and local capacity to deal with regional and local development issues. 
Yet regional diversity in development problems renders them 
singularly intractable to a Washington-based solution. It is time to 
rethink the way we have stratified the allocation of responsibility for 
economic policy among the different layers of government. The 
Congress, the White House, and federal agencies must relinquish some 
of their power and build a more rational system of delegated respon- 
sibility. At the same time, state and city governments must assume a 
greater degree of responsibility for the economic and social well-being 
of all of their constituents and cease regarding the federal government 
as an inexhaustible source of funds. We must also rethink the way we 
have allocated economic objectives among alternative policies. In the 
confused pursuit of a “panacea policy” that can adequately respondto 95 
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all objectives in all regions, we have mangled the tools at our disposal. 

This paper makes a fundamental distinction between the goal of 
price stability, which is a federal responsibility and should be achieved 
through a rational monetary policy, and the goal of stimulating the 
economy during recessions, which is best addressed at the state and 
local level through countercyclical public expenditures. States do have 
an important role in fighting the impacts of inflation, and federal 
resources must be mobilized for an effective countercyclical program. 
But these two goals must be separated if we are to break out of the 
stagflation that has characterized the last decade. 

Reflecting this distinction, this paper is divided into two parts: The 
first three chapters detail the appropriate federal, state, and local roles 
and policies for fighting inflation; the final three chapters examine 
what the federal, state and local governments can do to combat 
recession. 

Chapter | examines the goal of price stability, analyzing the causes 
of inflation and its impacts. It distinguishes between the goal of 
“whipping” inflation, a federal responsibility, and the goal of 
ameliorating the harm done by inflation until it is controlled—both a 
federal and state responsibility. The failure of federal monetary policy 
to stabilize prices is discussed in Chapter 2. The problem is that 
monetary policy has been used both to stabilize prices and to stimulate 
the economy, an impossible double function. Chapter 3 outlines how 
states can help avoid the harmful effects of inflation through cost 
cutting, regulation review, and tax reform. 

The goal of economic stability is discussed in Chapter 4. Three 
components are identified—absorbing excess productive capacity, 
providing jobs for the unemployed, and maintaining public services in 
the face of declining revenues. The failure of federal efforts to meet 
these objectives because of poor timing, poor targeting, and an overall 
lack of job creation is described in Chapter 5. Chapter 6 shows how 
states, by setting up stabilization funds which accumulate balances 
(from federal, state, and local sources) during expansionary years to be 
spent during recessions, can moderate the business cycle. Finally, a 
number of technical appendices provide data useful to state and local 
officials in designing their own economic stabilization efforts. 


THE GOAL 
OF PRICE STABILITY 


Inflation is, for many Americans, our most important national 
problem. Yet our understanding of its causes is freighted with myth, 
and the most common recommendations for dealing with it are 
confused and contradictory. To formulate appropriate policies we 
must first uncover the causes of inflation, and then identify the 
harmful impacts that we wish to avoid—for if we cannot completely 
cure the disease, we can, at least, soothe its more painful symptoms. 
This chapter explores the roots and impacts of inflation. The following 
chapter describes the confusions that have caused federal price 
stabilization policies to fail. Chapter 3 outlines what steps states can 
take to help fight inflation. The major conclusions from this chapter 
are: 


@ Inflation is primarily a monetary phenomenon, the result of a 
sustained increase in the money supply. Without an expansionary 
monetary policy, inflation is not possible. 

@ The harmful impacts of inflation—especially those impacts on 
income distribution and real income—are the result of price rigidities, 
inaccurate expectations, and inadequate indexing. These factors cause 
problems not only with inflationary price increases, but also with 
relative price increases. 

® Anti-inflationary policy must include not only a stable and rational 
monetary policy, but also policies to reduce the harmful impacts of 
price changes. While states can do nothing more than concerted 
lobbying to help develop a sound monetary policy, they can take the 
lead in developing ways to ensure that inflation, or price changes, do 
not harm the poor. 


THE CAUSES Few issues have generated as much 
OF INFLATION' heated debate with as little clarification 

as inflation. Popular myth has divided 
the disputants into two camps: the “cost-push” school and the 
“demand-pull” school. The villains for each school differ. Those 
favoring the cost-push explanation point accusing fingers at OPEC 
price increases, monopolistic pricing strategies by big business, 
predatory and union-inspired wage increases, or the burden of pro- 
liferating government regulations. The demand-pullers blame over- 
extended and materialistic consumers, a bloated public sector, or an 
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obliging Federal Reserve Board for increasing the money supply. By 
posing these views as an unbridgeable conflict, we ignore the very 
simple fact that prices are ultimately determined, albeit imperfectly 
and with lags, by the interaction of supply and demand. Whom you 
choose to blame, among the actors listed above, depends on the stage 
at which you enter the seamless inflationary spiral, and what direction 
you are facing. A wage increase could not be passed on in price 
increases unless consumer demand was also rising. Neither would 
increased consumer demand result in inflation unless producers’ costs 
were also increasing. The stimulus for increased demand or increased 
costs can come from a number of sources, but will only generate 
inflation if all sectors participate. 

Let us consider a simple example. The increase in oil prices 
engineered by the Oil Producing Exporting Countries (with the 
implicit assistance of the oil importing countries) has been widely 
described as inflationary. But this is not necessarily true. The initial 
impact of the price increase in the United States is to increase the 
demand for credit. Businesses require more working capital to pay for 
fuel and transportation. Consumers increase their monthly purchases 
on their gas credit cards. If the Federal Reserve took no action to 
accommodate these demands, the rate of interest would rise, and firms 
that are relatively intensive users of oil (through transportation costs, 
the type of raw materials used, or the energy needed as part of their 
production processes) would find their costs increasing relative to 
other firms. They would cut back their output as consumers switch to 
other, less energy-intensive products. The rate of interest would return 
to its previous level, and only a change in relative prices would result, 
not any significant change in the overall cost of living. There would be 
a small decline in real income in the U.S. and an increase in OPEC 
countries. The economy would experience a temporary rise in the 
unemployment rate as resources were shifted among sectors, and 
perhaps also among regions, depending on regional differences in the 
importance of oil relative to other energy sources. But this is not what 
happened. The Federal Reserve typically regards the rate of interest as 
its target variable. When the demand for credit rose, it met the demand 
by increasing the money supply in order to prevent the rate of interest 
from rising. There was more money chasing an unchanged supply of 
goods, and therefore all prices started to rice—not just in the energy 
intensive sectors, but across the board. This sets the stage for sustained 
inflation. Businesses, anticipating an energy induced increase in costs, 
raise their prices and attempt to expand inventories, i.e., buy now 
before prices go up further. Wage negotiators insist on a cost of living 
escalator clause. And all the time, an obliging Federal Reserve is 
raising the money supply so that banks can meet these demands. The 
spiral continues. The interaction between demand and supply factors 

98 was well-summarized nearly two decades ago: “The economic 
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stalactite of inflated demand has met a sociological stalagmite of 
upthrusting claims; when the stalactite and stalagmite meet and fuse in 
an icy kiss . . . nobody on earth can be quite sure where one ends and 
the other begins” (Robertson, 1961). 

This simple explanation obviously glosses over many parts in a 
complex process. But it does illustrate the central role played by the 
monetary policy of the Federal Reserve Board. They may not always 
provide the initial stimulus—although they often have—but their 
accommodation of rising credit demands is crucial if the upward 
pressure on the price level is to be sustained. In the face of a steady 
increase in the money supply, there is little that wage and price 
guidelines can do. In fact, guidelines may do more harm than good. In 
this example, the increase in oil prices necessitates a relative increase in 
the prices of energy and of energy intensive goods and services. If this 
relative shift does not occur, the economy must rely on alternative 
allocation mechanisms—rationing—which rarely works as smoothly 
as the price system. The basic signaling mechanism of the economy is 
impaired. Even allowing special fuel cost increases within the 
guidelines does not reflect the intricate ways in which oil price changes 
affect the economy. 


THE IMPACTS The roots of inflation rest in expansion- 
OF INFLATION ary monetary policy. The results, with 

which we are familiar, are rising prices. 
But is inflation harmful, and what are the problems that necessitate 
public policy action? 

Under “ideal” conditions, inflation could be harmless. Consider an 
economy experiencing an annual rate of inflation of 25 percent, but 
where everyone perfectly anticipates the rate, all prices are free to 
change costlessly, and all payments are indexed to the anticipated rate. 
No one would suffer. Those on “fixed” incomes would receive a 25 
percent cost of living adjustment. Lenders would demand an interest 
rate high enough to compensate for price increases, and borrowers 
would be able to repay through their inflation-driven increases in 
income. Wage settlements would include a 25 percent cost of living 
increase as well as a productivity increase. All contracts would reflect 
the steady increase in prices. Even foreign trade would proceed 
smoothly, as the local currency declined against those of other nations 
where inflation was lower. 

Inflation causes problems when these ideal conditions are not met. 
The most important disruptive influences in the real economy arise 
because: 


@ The prices of goods and services do not increase evenly. 
@ Inflation rates are not accurately anticipated. 
@ Some prices cannot adjust easily (or are not allowed to). 
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@ Transfer payments and tax structures are not indexed. 


These are not only problems from inflation induced price changes, but 
also from price changes that result from structural changes in the 
economy. We must interpret “inflation fighting” broadly, to include 
not only the goal of stabilizing the rate of increase of aggregate price 
level but also the goal of avoiding regressive income redistribution 
from relative price increases. 


Distribution of If the prices of all goods and services in all 
Price Increases areas increased at the same rate, there 

would be no redistributional impacts 
from inflation. Unfortunately, all prices do not increase at the same 
rate. In recent years, living costs for the poor and for those in urban 
areas have risen more than they have for the relatively affluent and for 
those living in small towns and rural areas. This redistribution is nota 
result of inflation itself; it reflects underlying structural changes that 
have occurred at the same time as inflation. Curing inflation will not 
abate these redistributional tendencies. Our price stabilization goals 
must include not only the stabilization of the aggregate price level, but 
also developing policies that ensure that structural price changes do 
not place an inequitable burden on those least able to bear it. 

Relative price changes serve a vital role in the operation of our 
economic system. A bad harvest raises wheat prices, reducing the 
quantity consumed, and encouraging the production of substitutes 
(winter wheat, other crops, imports, etc.). Without the price signal, we 
would have to rely on an alternative allocation system—rationing or 
long lines at supermarkets. Oil conservation can be effectively 
achieved by raising the price of oil, a move that also offers an incentive 
for the development of alternative energy sources. Adjustments may 
take time, but will be made eventually if the price system is allowed to 
send the right signals. 

Among Income Groups. The process of adjustment is not costless 
nor is it borne proportionately by all members of society. A suburban 
household earning $30,000 a year will be able to adjust to $1.25 a 
gallon gasoline by purchasing a smaller automobile and taking fewer 
trips. Their expenditure on gasoline will rise less than proportionately 
with the cost of gasoline. A poor household has far fewer behavioral 
options and will be hit much harder. 

During the relatively mild inflation of the 1960s, the poor were not 
harmed relative to other income groups (Hollister and Palmer, 1972). 
If anything, the cost of living of low income families climbed more 
slowly than that of more affluent households. Since 1970, however, the 
price of necessities—food, shelter, energy, and medical services— 
which comprise a very large share of the low income budget, has risen 

100 more rapidly than the price of other goods (National Advisory Council 








on Economic Opportunity, 1979). This change is not the result of the 
monetary policy pursued by the Federal Reserve Board (see Chapter 2) 
but of underlying structural changes in the economy: the growing 
world demand for U.S. agricultural output; the slow growth of 
petroleum supplies relative to galloping demand increases; and 
increased regulatory policies aimed at other social objectives such as 
reduced pollution and improved safety and health. Between December 
1972 and December 1977, the price of necessities grew at an annual 
rate of 9.1 percent, while the Consumer Price Index—a weighted sum 
of all goods and services taken together—grew at only 7.9 percent. In 
the first nine months of 1978, necessities rose at an annual rate of 11.6 
percent, other goods at only 6.1 percent. Table | illustrates the 
vulnerability of the poor to increases in these basic costs (Palmer, 
Todd, and Tuckman, 1978). Cheaper foods have inflated more rapidly 
than less stable items (Manchester and Brown, 1977). While anti- 
inflation policy will have little impact on these relative price increases, 
a more effective indexing policy would reduce the hardship 
experienced by the poor as their purchasing power is eroded. 


Table 1 
Expenditures on Basic Necessities by Low Income Households 
1972-1973 
Lowest 10% Second 10% Average 
of US: of U.S. decile 
households households 1 and 2 
Average household income ............ $1,559 $3,268 $2,414 
eSSHPETSONAINtAXES rareris cee eiecieeision $ 68 $ 130 oY 


Average after-tax household income.... $1,491 $3,138 $2,315 


Expenditures on: 


FOO Gye clarevcrees 9 cies sicleaieyerreie. sia sieves’ $ 663 $ 943 $ 803 
(as % after-tax income) 44% 30% 35% 
TORE Vem tare estes ek aioe a a elses eeieie'e iors $ 144 $ 187 $ 166 
(as % after-tax income) ............. 10% 6% 71% 
SIC lCe ty arctoe eile we vclovsiese oe troterevelsh afters $ 760 $ 891 $ 826 
(asi@jratter-taxsincome)i= 1.6 ce. 51% 28% 36% 
Miedicallicaneii. srucieis dereleloitrctiew.s «eins $ 213 $ 304 $ 259 
(asi fpvatter-taxeincOme)iaseie cele eee 14% 10% 11% 
Total expenditures on necessities....... $1,780 $2,325 $2,054 
(as/ [pyatter-tax  incOme)) |5.< sess cle «ers e 119% 74% 89% 


*Shelter figure differs from line item of that name in Bulletin 1992 in that payments on mortgage 
principal have been added in. 


SOURCE: National Advisory Council on Economic Opportunity, Eleventh Report, July 1979, 
p. 3. 
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Table 2 
Index of Intercity Differences in Living Costs 
for a Four-Person Family 


INTERMEDIATE BUDGET, Autumn, 1977 
Austin, Tex. = 100 
90 -100 10 120 130 ©6140 


Boston, Mass. 

New York-Northeastern N.J. 
San Francisco-Oakland, Cal. 
Buffalo, N.Y. 

Milwaukee, Wis. 
Washington, D.C.-Md.-Va. 
Minneapolis-St. Paul, Minn. 
Hartford, Conn. 
Philadelphia, Pa.-N.J. 
Portland, Maine 

All Metropolitan Areas 
Detroit, Mich. 

Cleveland, Ohio 

Chicago, IIl.-Northeastern Ind. —-———_——_,, 
Champaign-Urbanna, Ill. 
Seattle-Everett, Wash. 
Baltimore, Md. 

Los Angeles-Long Beach, Cal. 
Urban United States 





| 


Nonmet. Areas, Northeast 
Green Bay, Wisc. 

San Diego, Cal. 

Denver, Col. 
Indianapolis, Ind. 

Cedar Rapids, lowa 
Cincinnati, Ohio-Ky.-Ind. 
Pittsburgh, Pa. 

Kansas City, Mo.-Kans. 
Durham, N.C. 

St. Louis, Mo.-lll. 
Lancaster, Pa. 

Wichita, Kansas 
Bakersfield, Cal. 

Dayton, Ohio 

Nonmet. Areas, North Central 
Atlanta, Ga. 

Houston, Tex. 

Nonmet. Areas 


Nonmet. Areas, West 
Dallas, Tex. 
Nashville, Tenn. 
Baton Rouge, La. 
Orlando, Fla. 
Nonmet. Areas, South 


Among Different Areas. Two facts about geographic differences in 
prices should be noted: price levels differ, and so do rates of inflation. 
Inflation, in the last two years, has been higher in those areas with 
lower living costs. It has acted to reduce inter-area cost differences. 
Table 2 shows an index of the cost of living in selected metropolitan 
areas in the United States in 1977. High cost areas tend to be cities in 
the Northeast and very large cities. Several factors explain these 
variations. First, taxes are higher in high cost areas. Employees 
demand higher wages to compensate for higher taxes, which drives up 
costs and prices. Baumol (1967) has advanced another reason. He 
argues that high costs in central cities, and also the high rate of price 
increases, may be due to the concentration of the urban labor force in 
sectors in which the productivity of labor grows relatively slowly. He 
cites teaching and culture as examples. If wages rise commensurately 
in all sectors, then relative costs in nonprogressive sectors must rise. 
The decline of manufacturing—the sector (outside agriculture) with 
the most rapid increases in productivity—in central cities has 
contributed to the urban cost disadvantage. Finally, many other 
costs—land, commuting time, access to recreation, forexample—tend 
naturally to be higher in large cities. 

Price levels have risen most rapidly in those metropolitan areas 
experiencing the fastest rates of growth and the lowest rates of 
unemployment (Table 3). In 1978, booming Denver suffered a 12.4 
percent rise in the local cost of living, sluggish Buffalo only 8.3 percent. 
These differences reflect the need to offer higher wages to attract labor 
to tight labor markets and the pressure on even tighter housing 
markets. They also reflect differences in the rates of growth of local 
public sectors. While the fiscally distressed Northeast has been cutting 
public payrolls, growth areas have had to hire officials to cope with the 
problems of rapid development. The relatively low rate of inflation in 
slow growing areas will work to their advantage over time as it makes 
them more attractive as places to live and to do business. 

Although inter-area differences in prices and price increases are 
necessary for the economy to adapt to structural change, they are not 
without their harmful impacts. Many federal programs make no 
allowance for cost differences. The federal tax structure includes 
standard deductions and tax brackets. Federal grants make no 
allowance for cost differences. Lack of adequate data prevents 
allowance of these differences from being built into federal programs. 
Cost of living indices are currently prepared for only 39 metropolitan 
areas. 


Anticipation of When the rate of inflation is not correctly 
Price Increases anticipated, some groups enjoy windfalls 

at the expense of others. If inflation soars 
above expectations, then borrowers gain at the expense of lenders, and 
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employers gain at the expense of those under long term wage 
contracts. Empirical evidence suggests that sudden changes in the 
inflation rate tend to be unanticipated. Table 4 shows that the burst of 
inflation in 1974 far outstripped the increase in weekly earnings, while 
the moderate price increases in 1976 left employees with substantial 
gains in real income. Overall, employees and lenders have suffered 
most from inflationary shifts (Laidler and Parkin, 1975). The 
relatively affluent, because of their superior information and diverse 
portfolios, are able to react quickly to changes in inflationary 
expectations and so tend to gain relative to the poor. The middle class 
are less affected because their nominal assets are balanced by their 
nominal debts. 


Price Rigidities Inflation can lead to economic disruption 

when prices or wages are unable to adjust 
to reflect real or monetary pressures. For example, rent controls that 
prevent landlords from passing on fuel oil cost increases may lead 
building owners to cut back on maintenance expenditures in order to 
meet expenses. The result is a decline in building quality and even 
abandonment that drives up the price of other remaining housing 
units. A long term wage contract without a cost of living clause may 


Table 3 
Rate of Increase in the Local CPI, Jan. 1978-Jan. 1979 and 
Unemployment Rate in Jan. 1979: Selected Metropolitan Areas 


Rate of Inflation Unemployment Rate 
; BE 4.6 





Denver 
Kansas City 
Dallas - Ft. Worth 
Washington, D.C. 
Chicago 
Atlanta 
Seattle-Everett 
Philadelphia 
Los Angeles 
Buffalo 


New York-Northeastern # 
New Jersey 





Note: Unemployment rates are February 1979; consumer price changes are annual changes 
January 1978 to January 1979. 
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Table 4 
Average Annual Increases in Money Wages and the 
Consumer Price Index: 


1968-1978 
PERCENT 






[] Average weekly earnings 





# Consumer prices 











1969 1970 1971 1972 1973 1974 1975 1976 1977 


SOURCE: Bureau of Labor Statistics, various publications. 


1968 1978 jan 1978 


an. 1979 


discourage workers from joining the industry, leading to reduced 
output. Mandatory price and wage guidelines—which do little to 
reduce the underlying inflationary pressures—also lead to distortions 
in the economy. The guidelines imposed by the Nixon Administration 
in 1972 and 1973 contributed to shortages in some vital primary 
manufacturing industries that helped to precipitate the 1974 recession. 
When they were relaxed, the price level soon adjusted to what it would 
have been without any guidelines. 

There are many regulations that contribute to price rigidities that 
have distributional impacts. For example, Regulation Q, administered 
by the Federal Reserve Board, fixes the rate offered on commercial 
bank savings deposits. Thus, small savers earn a !ower rate of return 
than larger savers who are able to invest in more “inflation-proof” 
assets. Even more harmful are usury ceilings imposed by some states 
on residential mortgage rates (Chapter 6). As these ceilings become 
binding, financial institutions cease providing mortgages and seek 
assets that yield a rate of return more compatible with their 
inflationary expectations. The result is a sudden decline in demand for 
homes which sends the construction sector into a tailspin. 


Failure to Index One of the major causes of inequitable 
income redistribution resulting from in- 
flation is the way transfer payments and taxes are determined. Because 105 


they are usually set in nominal (unadjusted for inflation) terms rather 
than real terms, inflation leads to falling real incomes for the poor, and 
a fiscal bonus for federal, state and local governments. Transfer 
payments and taxes are not “indexed” to the cost of living. 

Transfer Payments. Some transfer payment programs are indexed. 
The Social Security and Supplementary Security Income payments 
are indexed annually to the national CPI—although not to local CPIs. 
This affords some protection to recipients, although, to the extent that 
they. tend to be low income households, indexing against the price of 
necessities rather than the CPI would be more appropriate. The 
foodstamp program, for example, is adjusted twice a year according to 
the rate of price increase of foodstuffs. 

Many programs are not increased, and cost of living adjustments 
have become a luxury item in local budgets. For example, one of the 
first budget cuts in California in response to the passage of Proposition 
13 was the scheduled cost of living increase for Aid to Families with 
Dependent Children recipients. New York’s fiscal problems have 
delayed increases in welfare benefits. Increases in medical costs have 
not been matched by increases in Medicaid and Medicare, and patients 
have been forced to make greater contributions from their own 
pockets. 

Tax Structure. Failure to index the tax structure—the value of 
standard deductions and tax brackets—has provided federal, state and 
local government with a fiscal bonus. A 10 percent increase in the cost 
of living increases tax revenues by more than 10 percent. Where tax 
rates are progressive, taxpayers are forced into a higher tax bracket, 
although their real income has not increased and may even have 
declined. The value of standard exemptions and deductions declines in 
real terms, and property taxes jump as property values tend to increase 
faster than the overall rate of inflation. The Advisory Commission on 
Intergovernmental Relations (1979a) calculates that states received an 
inflationary bonus of $1.2 billion in 1978. 

Inflation acts as a disincentive to saving—thus driving down the 
supply of loanable funds and reducing investment and growth. A saver 
who earns I1 percent ona long term asset when inflation is running at 
10 percent is only just ahead of the game without taxes. After taxes, he 
has lost purchasing power by saving. The high rate of interest reflects 
the inflation rate, and therefore only that yield above the current rate 
of inflation should be considered as income. 

Failure to allow for inflation also erodes much of the incentive for 
investment. Most important, the capital gains taxes both nominal 
gains and real gains. For example, at a rate of about 30 percent, the 
capital gains tax would tax away nearly one third of the increase in 
value of an asset. An investor who realized a 15 percent capital gain 
over a One year investment when inflation was running at 12 percent 
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Table 5 
Estimated Net Impact of Inflation on State and Local Revenues 
Fiscal Years 1973-76 





Inflationary! Inflationary? 
Increase Loss in Net Gain 
in Revenues Purchasing Power From Inflation 
Billions Percent Billions Percent Billions Percent 
fo) of of of O of 
Fiscal Years Dollars Revenues Dollars Revenues Dollars Revenues 
Total 
State-Local 
1973 $10.3 6.8% $ 9.4 6.3% $ 0.9 0.6% 
1974 18.0 11.4 12.4 Tee) 6.5 3.9 
1975 28.4 5)57/ 18.5 10.2 9.9 S)-5) 
1976 19.5 9.7 13.8 6.9 S57 2.9 
State 
1973 $ 6.2 7.7% $ 5.0 6.3% $ 1.1 1.4% 
1974 11.3 12.7 6.7 Tee) 4.6 52) 
1975 17.0 17.5 9.9 10.2 7.1 eS 
1976 11.6 10.8 7.4 6.9 4.3 4.0 
Local 
1973 $ 4.2 5.9% $ 4.4 6.3% $-0.2 -0.4% 
1974 7.6 9.9 5.8 75 1.9 2.4 
1975 11.4 13.6 8.6 10.2 2.8 3.4 
1976 7.8 8.4 6.4 6.9 1.5 1.6 
1. Based on regression analysis. 
2. Based on percent increase in implicit price 
deflator for state and local purchases of goods Regression Results 
Hin SSINIESS. , ‘ ‘ ; Coefficient estimated for: 
3. Net gain equals inflationary increase in reve- Con: Darbar 
nue minus inflationary loss in purchasing staan’ AGAPADEFL R? Watson 
power, expressed in nominal dollars. Total 1.15 0.12 236.42 883 1.35 
Time series regression analysis was computed (5.54) (11.28) 
for each level of government using fiscal year State 0.33 -0.08 141.21 .857 2.01 
data for the period 1957-76. The model was (5.91) (10.31) 
specified as follows: Local 0.82 0.04 95.21 .859 0.99 


A R= 6+, A DEFL+B2 A GAP 
AR 


A GAP 
A DEFL 


=Change in own source general 
revenues. 

= Change inthe nominal GNP GAP. 
= Change in the implicit price de- 
flator tor GNP. 


(3.53) (9.59) 


(T values are in parentheses.) 


SOURCE: Advisory Commission on Intergovernmental Relations, State-Local Finances in Reces- 
sion and Inflation, A-70, Washington, D.C., May 1979, p. 34. 


107 


108 


yielded a negative after tax real rate of return of nearly two percent. 
Business tax problems do not end here. Inflation blows up the value of 
inventories, creating paper profits on which taxes must be paid, and 
shrivels the value of depreciation allowances. Tax indexing avoids 
this. The value of standard deductions and tax brackets is raised each 
year by the percentage increase in the local CPI. Three states, 

California, Colorado, and Arizona (the latter only for 1978), have 
introduced some form of indexing. The state-local sector has 
benefited from inflation. The inflation-induced increase in tax 
revenues has more than compensated for the increase in costs (Table 
5). This has resulted from the fact that housing prices have outstripped 
the Consumer Price Index and from the failure to index tax brackets, 
and exemptions. This suggests that states have the resources to build 
stabilization funds that can increase their ability to raise expenditures 
during recessions, and that they can substantially improve the 
indexing of their transfer payment programs and of their tax structure. 


IMPLICATIONS This discussion has important implica- 

tions for a coordinated federal-state 
effort to combat inflation. First, we have distinguished between the 
goals of achieving stable prices and moderating the harm done by 
spiraling prices. 

Price stability is a federal goal, and can only be achieved through a 
rational monetary policy. To this end, state governments must apply 
pressure on Congress and the Administration. We shall argue in the 
following chapter that high interest rates are not the cause but the 
result of inflation, and that slowing down inflation will necessitate 
even higher rates in the short run. Calls for reduced interest rates as an 
anti-inflationary tool by state and local governments are counter- 
productive. 

However, helping avoid some of the more harmful impacts of 
inflation is a task that both state and federal governments can 
undertake. By indexing transfer payments and taxes, by avoiding 
unnecessary expenditures and costly regulations, social inequity and 
economic disruption can be reduced. 


Footnotes to Chapter 1 


1. A major review of the causes and impacts of inflation has been conducted by Laidler and 
Parkin (1975). In view of the divergent views of the different “schools” of inflation, we should 
make our own views clear in advance. We believe that inflation is primarily a monetary 
phenomenon. That is not to say that the Federal Reserve Board is guilty of inspiring all 
inflationary pressure, but that without a sustained increase in the money supply, inflation cannot 
continue. 
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WHY THE FEDERAL 
GOVERNMENT WILL NOT 
FIGHT INFLATION 


Federal anti-inflationary policy has oscillated between monetary 
policy and various forms of wage and price guidelines. Neither has 
proved particularly effective as the soaring price level through the end 
of 1979 clearly attests. The failure can be traced to two major factors: 


@ The mistaken belief that we face a trade-off between price stability 
and the rate of unemployment—popularly described as the Phillips 
curve. 

@ An unwillingness to control the money supply because of the 
mistaken view that interest rates—rather than the money supply—are 
the appropriate target for monetary policy. 


In the last few years, the weakening of the dollar in international 
money markets has posed an additional constraint on policy choices. 
These factors are examined in turn in this chapter. 


THE MYTH OF Monetary policy has been crippled by 
THE PHILLIPS being forced to serve two masters, full- 
CURVE employment and stable prices. Its dual 


servitude stems from a belief that there is 
a stable relationship between the rate of inflation and the rate of 
unemployment, and that monetary policy can shift the economy along 
the “Phillips curve” to the optimum combination of unemployment 
rate and inflation rate.! The Phillips curve is illustrated in Figure 1, 
and in the following quotation (First National City Bank, 1975): 


The basic assumption is that unemployment and inflation are at 
opposite ends of an economic seesaw. As one goes up, the other goes 
down, in relatively predictable proportion. Proponents of the idea point 
to periods when the seesaw seemed to work. At such times, when rates 
of unemployment were plotted on a chart against corresponding rates 
of inflation, the two variables met along a crescent shaped line—the 
Phillips curve (cc in Figure 1). One tip of the curve rose toward higher 
inflation as unemployment shrank; the other tip sloped down toward 
lower inflation as unemployment grew. 


In the early 1960s, some versions of the curve appeared to offer a range 
of policy options. A shift in monetary policy seemed enough to move 


109 


the rate of inflation one way or another along the curve, simultaneously 
changing the rate of unemployment in the opposite direction. 


In those halcyon days, the “discovery” of the Phillips curve played into 
popular demands for fullemployment. So long as the curve worked, a 3- 
5 percent rate of inflation seemed to many economists and politicians to 
be a bearable cost to pay for cutting the jobless rate to the minimum. 
Result: The policy bias in the United States was often tilted toward 
accelerating money growth. 


Figure 1 
Inflation and Unemployment 
1960-1978 


Inflation (Annual percent change in GNP deflator) 





0 2 4 6 8 10% 


Unemployment 
110 (Unemployment as a percent of the labor force) 


But Figure | also illustrates that those “halcyon” days are long gone. 
The Phillips curve may work in the short run while households and 
firms suffer from a money illusion. That is, workers are tempted to 
accept a job by a wage offer that they think is greater than one they 
turned down previously; but the offer turns out to represent no real 
increase when inflation erodes their monetary gains; businesses try to 
step up output in response to a perceived increase in demand, only to 
find that costs have risen proportionately. As the illusion disappears, 
unemployment returns to its original level. Business finds the stepped 
up level of production unprofitable in the face of higher costs; real 
consumer demand falls; and employees dissatisfied with inflation- 
eroded wages seek better paying opportunities. Further monetary 
stimulus is needed in an attempt to reduce unemployment again. The 
nation learns to adapt to higher rates of inflation. The “stable” Phillips 
curve is pushed further and further from its origin at an ever increasing 
speed. Monetary policy has no impact on the long run rate of 
unemployment or on the long run rate of growth of the economy. In 
the short run, it does effect real growth and shifts in policy create 
cycles. The temporary drop in unemployment that follows from an 
expansionary monetary policy is followed by a burst of inflation that 
drowns real growth and, because all aspects of the economy cannot 
adjust to inflation, a recession ensues. In addition to the collapse of the 
money illusion, other factors have helped propel the Phillips curve into 
orbit. We have tried to return to the low unemployment levels of the 
1960s—in spite of the fact that the behavior of the work force has 
changed—much as a full-grown dog still chases its tail long after its 
adult skeleton has ended its puppy flexibility. The broadening of 
unemployment insurance coverage, increases in benefit levels, the rise 
in the number of two-worker households and spatial shifts from the 
Frostbelt to the Sunbelt have all contributed to raising the “natural” 
rate of unemployment. The structural rate of unemployment has risen, 
and the frictional rate of unemployment has increased as workers hold 
out longer for better paying jobs. In view of these changes, our goals 
have been unrealistic, and our use of monetary policy to pursue them 
has been inappropriate. 

Not only have we tried to use the money supply to control cycles, but 
we have also tried to use it to stimulate the economy when the economy 
is undergoing a real structural change. During such periods, 
stimulation of any sort will have little impact. The 1973 leap in oil 
prices is an excellent example. Karl Brunner (1979) describes the 
futility of the monetary stimulation that gave us the inflation of 1974 
and 1975. 


A large increase in the relative price of energy inputs into the 
production process of western countries lowers the normal output of 
these economies. The OPEC shock of October 1973 probably lowered 
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the normal output of the U.S. economy by about 5 percent. The decline 
of 8 percent in real GNP observed from peak to trough reflected thus to 
a major extent not a recession but an adjustment in normal output. 
Only the remaining portion of about 3 percent expresses the effect of a 
recession. The order of magnitude of the recession coincides thus with 
the patterns observed over the first fifteen years of the postwar period. 
The oil price shock reminds us that we cannot infer from output 
movements alone whether or not a recession occurred. We need 
additional information in order to judge whether it dropped relative to 
normal output. No increase in budgets or deficits and no increase in 
money stock whatever its magnitude will raise output again. In the 
other case output will rebound to the normal level provided policy does 
not aggravate recession by unleashing additional erratic negative 


shocks. 
MONETARY As if the dual role of price stabilization 
POLICY AND and low unemployment were not enough, 


INTERNATIONAL monetary policy has also been called 
MONEY MARKETS _ uponto shore up the dollar against other 

currencies in international money mar- 
kets. As the dollar weakens, the Federal Reserve attracts foreign cur- 
rency by raising the interest rate. The inflow of foreign, short term 
investment in response to increased yields eases devaluation pressure. 
With this added responsibility, can monetary policy be freed to 
address the problem of price stabilization? The answer is yes, but to 
understand why, we must examine the reasons why intervention in 
international money markets is necessary. 

Downward pressure on the dollar arises for two related reasons: 
first, Americans are buying more goods from abroad than foreigners 
are buying from the U.S. The result is a balance of payments deficit, 
which is reflected in a shortage of foreign currency by U.S. importers, 
and a surplus of dollars in the hands of successful foreign exporters. 
The solution is a devaluation of the dollar, which makes foreign goods 
more expensive to Americans, and American goods cheaper for 
foreigners. 

The second reason for a weakened dollar occurs when foreigners no 
longer regard the dollar as a secure investment and sell their 
investments denominated in dollars—U.S. government bills and 
bonds, corporate bonds, and other money market instruments—and 
purchase what they regard as safer investments denominated in other 
currencies. The Federal Reserve Board counters these expectations by 
raising the interest rate to make dollar investments more attractive. 
Defenders of this role for monetary policy argue that the massive 
increase in the volume of internationally mobile short term 
investments in the last few years, especially since OPEC countries 

112 began accumulating vast surpluses, has made the international market 


highly unstable, necessitating an aggressive role for the Federal 
Reserve Board. But this attitude begs the question of what causes shifts 
in expectations. They are not the product of whimsy or hysteria. They 
are based upon what investors feel will happen to the value of the 
dollar, which is determined by expectations concerning the rate of 
inflation. Expectations change as the Federal Reserve Board switches 
between “expansionary” and “tight money” policy. An expansionary 
policy is likely to drive up the short run U.S. growth rate beyond the 
capacity of U.S. industry, necessitating an increase in imports, causing 
a deficit and, ultimately, devaluation. It will also cause domestic 
inflation, making U.S. goods more expensive relative to imports, and 
causing an increase in imports. Monetary expansion provides a two- 
pronged reason for anticipating devaluation, leading to a quite 
rational desire to reduce dollar holdings. 

The international money market has, in fact, helped dampen the 
more harmful tendencies of monetary policy at home. If monetary 
policy were not suddenly switched between its dual domestic goals of 
price stability and full employment, it would not be called in to rescue 
the dollar in international markets. If it pursued a policy of price 
stability at home, with no sudden surprises, then the need to intervene 
in international markets would be greatly diminished. In other words, 
using monetary policy to achieve price stability is compatible with 
international monetary goals. 


CONTROLLING If the Federal Reserve Board is to avoid 
THE MONEY contributing to the inflationary process, 
SUPPLY it must control the rate of monetary ex- 


pansion, not the rate of interest. We saw 
above that if the Board pursues a low interest rate policy in spite of an 
increase in the demand for credit, inflation ensues. Lawrence Roos, 
President of the Federal Reserve Bank of St. Louis, has stated that: 


Much of the inflation that we are presently experiencing can be 
attributed to monetary policy directed toward the stabilization of 
interest rates in times of rising credit demand... A factor contributing 
to continued concentration on interest rate stabilization is a 
fundamental misconception of exactly what monetary policy can and 
cannot accomplish. Regardless of its goals and purposes, monetary 
policy as practiced in free market economies can directly affect only one 
variable, the rate of growth of the money stock. 


Of course, interest rate stabilization is convenient for the 
Administration since it loosens the constraint on federal spending. 
Washington must finance its programs either through taxes, 
borrowing, or printing money. Since taxes are unpopular and 
borrowing is constrained, printing money is an attractive alternative 
but only in the short run. In the long run, the resulting inflation 173 


precipitates a restrictive monetary policy which drives up interest 
rates, discouraging home purchases. Business investment also declines 
and the symptoms of a recession spread. 

Monetary policy has little influence on the long run rate of growth of 
the economy but strongly influences year-to-year fluctuations in the 
rate of economic growth. If that influence is not to be destructive, in 
the sense of exaggerating cyclical fluctuations, then the rate of growth 
of the money supply must be controlled, and sudden shifts in policy 
that haye characterized the post-World War II era must be avoided. 

Defenders of the Federal Reserve Board argue that their ability to 
control their money supply has been undermined by: |) competing 
definitions of which money supply they should control; 2) declining 
membership in the Federal Reserve System by commercial banks; and 
3) technological changes that allow individuals and firms to economize 
on their cash balances. These defenses do not stand up to strong 
scrutiny. 

Although there are several different definitions of the money 
supply,? the Board can determine the monthly, quarterly, or annual 
rate of growth of the monetary base—the total currency in circulation 
plus reserves and currency held by banks. While a target of 5 percent 
growth of a measure of the money supply that includes savings 
accounts may lead to a slightly different rate of inflation than a 5 
percent increase in a measure that included only currency and bank 
reserves, a low rate of growth of the base will always lead to stable 
prices or a stable and low rate of price increase. Recent experience 
suggests that a5 percent rate of growth of the monetary base—the level 
of bank reserves plus currency held by the public—may serve as the 
best target for the Board to pursue, because while innovation 
continues, this is likely to bring inflation down close to zero. If they use 
the base as the target the Board does not have to worry about the 
multipliers that relate the base to broader definitions of the money 
supply—those that encompass demand deposits and various types of 
time deposits. Thus, the Board does not have to worry about whether 
or not a bank is a member of the system or about the various 
technological changes that allow depositors to economize on demand 
deposits and switch into and out of savings deposits.3 The shift in 
Federal Reserve policy announced by Chairman Volcker in October 
1979 would seem to be a step in the right direction. However, it 
remains to be seen whether the Board will stick to this policy in the face 
of rising unemployment. Chairman Burns made a similar announce- 
ment in 1971, but soon gave way to demands for greater monetary 
stimulation. 


IMPLICATIONS The return to stable prices cannot be 
achieved immediately. Sudden, sharp 
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our postwar experience painfully reminds us. The unexpected changes 
provide windfall gains to those who correctly forecast them, at the 
expense of those less able to understand them. Mark Willes, economist 
with the Federal Reserve Bank in Minneapolis, neatly summarizes 
how we can return to price stability: 


What policy makers do to fight inflation effectively .. . is to eliminate, 
whenever possible, surprises in monetary and fiscal policy. They must 
build a set of policies that the public has faith in and will take into 
account when forming expectations of future inflation and spending. In 
short, policy must be credible. And the only way to make policy credible 
is to announce it, implement it faithfully, and avoid shifting it abruptly. 


The discussion should also make it clear that high interest rates are 
not inflationary. High interest rates are the result of inflation—lenders 
demand high rates to protect their assets, and borrowers are able to 
repay from incomes swelled by inflation. It is true that the rate of 
interest enters into the Consumer Price Index through the mortgage 
interest rate. But accusing high interest rates of being inflationary is no 
more meaningful than saying that price increases cause inflation. 
Inflation is the rapid increase in prices, and interest rates are simply the 
price of loanable funds. The sudden increase in interest rates as the 
Federal Reserve tightens monetary policy is deflationary, for it 
represents a reduction in the rate of monetary growth that will 
eventually lead to a lower inflation rate and lower interest rates. 

Another major point to stress is that monetary restraint will only be 
achieved if the federal government exercises a much greater degree of 
control over its budget. If the federal deficit is brought into 
manageable dimensions through austere spending policies over the 
next three years, then the need to indulge in monetary finance of 
federal programs will be abated. But cutting spending can only be 
achieved if the programs themselves are more suitably designed and 
targeted much more carefully on those groups in society that need 
assistance. Without retargeting, budget cuts will impose harsh 
penalties on the poor and needy. 

One final issue deserves discussion. It has become fashionable to 
seek a “supply side” solution to the problem of inflation. The theory is 
that if we can raise productivity there will then be more goods to 
absorb the increased money supply, which will moderate the increase 
in prices. Proponents argue for investment stimulants, and for profit 
sharing to induce increased labor productivity. The dramatic slow- 
down in the rate of productivity increase in the last decade is fingered 
as the major villain in the inexorable rise in inflation. Unfortunately, 
this approach ignores the fact that it is inflation that is largely 
responsible for the low rate of investment and savings. The tax system 
was developed in an environment of stable prices and makes no 
allowances for inflation. With no indexing, the personal income tax on 
Savings interest ensures that the saver will steadily lose in real terms. 
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The 30 percent capital gains tax becomes confiscatory—yielding a net 
after-tax loss in real terms on most assets. Paper profits owe their 
record levels to the influence of inflation on inventories. To stimulate 
savings and investment, Washington must index tax rates (see Chapter 
3) so that the saver only pays taxes on the real interest, and the investor 
pays capital gains only on real gains. There is no mystery in stimulating 
productivity. It requires either a stable price level or an indexed tax 
structure. After nearly 15 years of harmful inflation it is certainly time 
to adopt a more rational monetary policy. But it is also time to admit 
that inflation is unlikely to disappear overnight, and to face up to the 
truth that we had better adopt a rational tax indexing policy if we are 
to encourage investment and, therefore, job growth. 


Footnotes to Chapter 2 


1. The Phillips curve is named after its discoverer, the late A.W. Phillips. His research examined 
the relationship between the rate of wage increases and the rate of unemployment, but the 
concept has popularly been applied to the relationship between inflation and unemployment. 


2. There are several “definitions” of the money supply. The monetary base refers to currency in 
the hands of the public and to the level of bank reserves and currency reserves that are held 
against demand and time deposits. An expansion of reserves allows banks to acquire more 
liabilities and to expand deposits. A technological change (such as the use of credit cards) that 
allows individuals to hold less cash will leave more cash in banks and allow an expansion of 
deposits. These changes tend to occur steadily over time. They simply increase the multiplier 
relationship between base and broader definitions of the money supply that also include demand 
deposits (M!') or various types of savings (time) accounts (M2 - M4). 


3. Some of the most important technological changes include: credit cards that conserve 
currency; automatic funds transfers that allow accounts to be switched between demand and 
savings accounts; the growth of the money market that allows banks easy access to reserves so 
that, at the end of a business day, a bank can meet any shortfall (as might result from a large 
withdrawal of currency and reserves) by borrowing—thereby reducing the extent to which they 
must maintain surplus reserves; and repurchase agreements through which corporate accounts 
can invest any checking account surplus in the money market overnight, and sell it in the 
morning. 


HOW STATES 
CAN FIGHT INFLATION 


States can do little to stop the inflationary spiral. They have not 
contributed to inflation, and can only fight it by lobbying for a rational 
and stable monetary policy by the Federal Reserve Board. Cutting 
state and local government expenditures will not abate inflation. It will 
merely leave more spending money in the pockets of consumers, 
driving up prices elsewhere in the economy. Inflation is like an 
expanding balloon—pressing in on one side simply extends it on 
another. It can only be controlled by turning off the air supply— 
restricting monetary growth. But that does not mean that states are 
unable to help either themselves or their constituents. There are several 
steps that states can take to reduce their operating budgets, and 
therefore alleviate the fiscal squeeze from inflation and recession, and 
there are ways in which states can cushion the corrosive influences of 
inflation on those least able to fight unaided. These steps are: 


@ Helping economic adjustment. 

@ A moderate appetite for public expenditures. 

@ An equitable and efficient fiscal structure. 

@ Cutting public program costs. 

@ Indexation to reduce the inequitable and inefficient consequences of 
inflation. 


HELPING State economic development policy must 
ECONOMIC facilitate rather than retard the adjust- 
ADJUSTMENT ment of the economy to the shocks that 


often lead, through Federal Reserve com- 
plicity, to inflation. The structural changes that the oil price rise 
necessitates can be assisted by the actions of state governments. They 
can remove regulatory and land use barriers to the development of 
alternative energy sources. They can use state development finance 
agencies to invest in those companies that can help develop energy 
conservation products or new energy sources. Transition to an energy 
conserving environment will mean that some companies will have to 
expand rapidly, requiring massive capital investments. Yet rapidly 
growing new companies are precisely those that may find difficulty in 
acquiring capital from traditional sources. The energy area provides 
some current examples of how states should not fight inflation. Some 
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adjustment and will contribute to inflation later. The correct way to 
protect the poor and low income families from the hardships imposed 
by high prices for home heating oil is to provide them with income 
supplementing grants, while still leaving oil prices high to encourage 
conservation. 

There are other steps that states can take to speed up the 
development process and so reduce inflationary pressures. An 
effective labor placement and training program can reduce bottlenecks 
in the labor market that drive up wages. If these programs are to prove 
effective, then states must spend greater resources anticipating 
economic development trends and the implications for the demand for 
labor. 

The state stabilization funds, proposed in Chapter 6, will also help 
reduce inflationary demand. By accumulating balances during periods 
of rapid growth, the state is cutting back on consumers’ purchasing 
power. The resources paid into the fund would otherwise have been 
returned to consumers in the form of tax cuts (as they were in 1979) or 
have been spent on expanded public sector activity. 

In other words, state development efforts must run with the 
direction of overall economic development—not try to fight it. 
Resources spent shoring up obsolete industries and inefficient 
behavior by consumers will be wasted. This waste will be translated 
into bottlenecks in the local economy, and an upward pressure on 
prices. An efficient state economic development effort, coupled with 
spending containment and cost-cutting practices, will not wipe out 
inflation; but it will help, and perhaps provide a useful example to the 
federal government over the next decade. 


MODERATING If the federal government is to reduce 
THE APPETITE spending, then state governments must 
FOR PUBLIC also curb their expenditures, for federal 
EXPENDITURES intergovernmental grants are bound to be 


affected. The economic climate of the 

next years will not sustain a rate of expansion in the state-local sector 
comparable to that of the last two decades. Government will have to 
re-examine its programs carefully to ensure that any shrinkage in 
public sector activity is made with the minimum of disruption. 
Increased reliance on user fees may help prune some unnecessary 
growth from the capital budget by curbing sprawling new develop- 
ment and encouraging rehabilitation and conservation of existing 
structures. Mortgaging future tax revenues to attract a footloose firm 
through tax incentives is not a wise investment. Neither is the subsidy 
to residential expansion implicit in the below cost extension of public 
services to new residential development. The long run fiscal costs of 
these unbalanced growth patterns outweigh any development benefits. 
118 Rather than try to “grow” their way out of fiscal difficulty, 





states should try to reduce public programs in line with current levels 
of local economic and residential activity. 

States should also review their use of mandates. Too often, new 
programs are mandated before a full consideration is given to their 
likely cost to the implementing levels of government. It is always easier 
to be expansionary with someone else’s budget. Several states require 
that the costs of mandated programs be borne by the state. Others 
require a fiscal note to accompany any new mandates outlining its 
cost. This does not guarantee that only cost effective programs are 
introduced, but it does encourage a more informed debate. 

The stabilization fund, proposed in Chapter 6, will also require all 
levels of government to control expenditures rather than letting a 
“boom” mentality pervade expenditure deliberations. Similarly, tax 
indexing will remove the inflationary windfall that tempts admini- 
strators and legislators to increase spending. 


FISCAL REFORM Changing the tax system can help combat 

the harmful impacts of inflation. This is 
discussed in more detail in State Taxation and Economic Develop- 
ment (Volume I, Studies in State Development Policy), but the major 
components of a state-local anti-inflationary fiscal reform package are 
summarized below. 


State-Local The inroads of inflation have been sever- 
Fiscal Relations est in the largest cities, areas where a large 
share of the poor live. More effective 
targeting of state fiscal assistance would provide relief to those hardest 
hit. Most state revenue sharing initiatives have been regressive— 
collecting revenues from regressive taxes and redistributing largely on 
the basis of population, rather than on measures of need. Circuit 
breakers provide an opportunity for more targeted state assistance, 
and so do court decisions requiring greater state aid to education. 


Income Tax A shift to a more progressive income tax, 

as well as providing a more effective auto- 
matic stabilizer (Chapter 6), would also shift the burden from the poor 
to the more affluent. A sudden increase in progressivity that is not 
matched by a state’s neighbors may cause affluent, mobile households 
to leave. This must be accompanied by indexing (see below). 


Sales Tax The regressivity of the sales tax can be les- 

sened by including exemptions for neces- 
sities, food, clothing, and medical supplies. These are the very items 
that have been attacked most severely by the recent burst of inflation. 
The exemptions will not abate inflation but will afford some relief to 
the poor. 
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Property Taxes The property tax—the least popular 
source of revenue—should be changed to 
to reduce its inflationary burden on the poor and to respond to public 
dissatisfaction expressed in the taxpayers’ revolt. First, states should 
finance circuit breakers that prevent low income households—both 
owners and renters—from paying more than a fixed fraction of their 
incomes in property taxes. An explosion of property values has left 
many elderly and poor households with staggering property tax bills 
or rents driven up by property taxes. Local jurisdictions rarely have 
the resources to assist these households, and local financing would 
unduly penalize cities and counties with large concentrations of the 
poor. Circuit breakers must be a federally assisted state responsibility. 
Second, states must work with local jurisdictions to improve 
property tax assessment and collection techniques. Assessment in 
many areas is primitive and inequitable. It must be in the hands of pro- 
fessional appraisers, computerized, and annual assessments clearly 
publicized. Fair and prompt assessment practices will increase taxes in 
rapidly growing areas and reduce them in declining ones—a shift that 
will improve equity. States will become more deeply involved in 
property taxes as the repercussions of Serrano v. Priest are worked 
through in all states. They may use the opportunity to follow the 
example of Florida, which requires that assessors publish revenues, 
the tax base, the tax rate, and the programs that have necessitated 
revenue increases. 

Finally, some consideration should be given to shifting the property 
tax burden from structures onto land so as not to deter housing 
rehabilitation and upgrading. This will help reduce prices in the long 
run by encouraging better maintenance of our existing housing stock, 
thereby reducing the need for wasteful and expensive new develop- 
ment. 


User Fees User fees provide an excellent opportun- 
ity for states and local areas to reduce 

expenditures and also to avoid the costs of growth and development 
from raising the tax burden of all local residents. The administrative 
problems in devising the fee schedule are not insuperable. The failure 
to charge fees for new development has serious cost implications. For 
example, until recently, builders of summer homes in Vermont were 
required to pay only $19 for electricity hook up, although the cost to 
the state was $1,350 (National League of Cities, 1975). All state 
taxpayers helped to subsidize these new homes. And in California, asa 
result of Proposition 13, the expanding suburb of Petaluma near San 
Francisco now charges developers and “impact fee” of $3,000 per acre. 
Charging fees will help control costs and control wasteful spending. 
User fees of this sort will drive up the cost of new homes, although 
120 only by a modest amount. However, they will reduce the tax burden 


that is currently borne by all homeowners. To the extent that this leads 
to a more compact pattern of residential settlement, the cost of 
delivering public services will be reduced in the long run. A general 
principle is that fiscal policies should never be pursued merely to cut 
taxes. The criteria of efficiency and equity, established in State 
Taxation and Economic Development, should be the guide. 


COST CUTTING The opportunities for cost cutting in 

public service delivery are too numerous 
to examine in any detail here. Volumes have been written on improved 
management, sunset laws, procurement, and the administration of 
public utilities. All we can do in this section is to suggest a number of 
directions to act as a check list to fiscally pressed local administrators. 


Personnel Although it offers short run gains, low 
Management salary increases may not cut long run 

costs. States will lose their ability to hire 
the caliber of administrators and technicians needed to run state pro- 
grams. However, some savings can be enjoyed by switching from 
direct salary payments to fringe benefits. For example, Texas has 
switched to paying the entire Social Security tax for its employees. The 
state avoids the additional tax that it would have had to pay had it 
given an equivalent amount in salary increases. Part-time employees 
and volunteers can also be used to reduce costs. 


Financial Management States can reduce the interest cost and 

transactions costs on local bond issues by 
packaging them together and issuing them as a state bond issue or 
through a state bond bank. States can also offer cash management ser- 
vices to local governments, allowing them to invest their idle balances 
at higher yields through an investment pool. 


Sunset Laws Many regulations and regulatory agen- 

cies outlive their usefulness because a 
busy legislature has failed to review their effectiveness. Sunset laws 
guarantee that laws and agencies will be reviewed by allowing them to 
die after a prescribed period unless explicitly reauthorized. Not all 
activities can or should be sunsetted. Indeed, the zero-based budget 
movement, which essentially requires all programs to be evaluated 
each year, has withered as states realize the massive increase in 
workload it entails. However, states should consider applying the 
sunset principle where it is appropriate. 


Rulemaking Oversight A \ot can happen to a program when it 
passes out of the hands of the legislature 
and into the hands of administrators. Rules and regulations of dif- 
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ferent agencies can work at cross purposes, raise costs, and erode the 
business climate. Systematic legislative oversight can avoid some of 
these problems. 


Simplifying the The proliferation of regulatory activity, 
Permit Process both state initiated and federally man- 


dated, has increased business costs. By 
making federal, state, and local regulations compatible, ensuring there 
is not duplication in the paper work, and providing for a regulatory 
ombudsman, these costs can be reduced. This is an important area, 
since regulatory constraints seem likely to expand in the future. 
Building codes can be modified where they needlessly raise costs and 
discourage cost-saving innovation. At the same time, codes can be 
used to encourage energy conservation. The city of Portland, Oregon, 
has devised an extensive energy conservation plan which uses such 
techniques as requiring double glazing for a house to pass building 
inspection—a necessary step in securing a mortgage. The danger in 
such conservation efforts is that the costs of conservation far outweigh 
the value of the energy saved. No program can be justified on conser- 
vation grounds alone, but must be shown to be cost-effective. 


Antitrust Activity Many of the goods and services pur- 

chased by state and local governments 
are highly specialized, and may be dominated by a few firms—activ- 
ities that range from highly technical medical services to garbage 
collection. States can use both legal recourse and their purse strings to 
discourage firms from charging monopoly prices. 


Procurement The state can use its size and influence to 

assist local areas to reduce procurement 
costs. Packaging the procurement needs of several small jurisdictions 
can reduce their costs. The state can also act as a clearinghouse of 
information on procurement costs for materials and services from its 
component jurisdictions. It may also use its financial sources to obtain 
long term and large scale purchases of materials (such as heating oil 
and building materials), passing on the savings to local governments. 
It can also encourage energy savings by purchasing energy efficient 
equipment. 


Utility RateRegulation Most electric utilities have practiced the 
energy wasting pricing policy of declining 
block rates. Peak load pricing—a system which prices electricity con- 
sumed at seasonal or daily peak periods above electricity consumed at 
other periods—may reduce energy costs by spreading the demand 
allowing more efficient capacity utilization. A similar pricing structure 
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States can also use their rate regulatory powers to ensure that cost 
effective energy conservation programs are in place before permission 
is granted to expand generating capacity or to raise rates across the 
board. 


Health Care The rapid expansion of medicaid, medi- 

care, and medical insurance, has sent 
medical costs skyrocketing. Many people are price insensitive to 
medical costs—those that are sensitive, the poor, are unable to deal 
with the problem. States have many avenues to help contain health 
costs. The principle objective should be to reduce the capital intensity 
of the health system by closing hospitals and assisting local clinics. 
Outpatient care is much cheaper than in-patient care. They can use 
their licensing powers, regulatory agencies, and massive budgets to 
coordinate the delivery of health care services. 


Cooperatives The new federal legislation setting up a 

national cooperative bank provides states 
with a vital tool to assist low income communities cut the costs of one 
basic necessity—food. By providing technical assistance to com- 
munity groups, state and local governments can help them set up food 
cooperatives that may yield substantial savings. The state is in the 
unique position of being able to coordinate the efforts of buyers, most 
of whom will be urban groups, with suppliers in rural areas. 


INDEXING Indexing offers an opportunity to miti- 
gate the harmful effects of inflation, such 
as economic disruption and eroding purchasing power. Indexing is 
essentially an accounting technique that ties prices, interest rates, and 
wages—nominal terms—to the overall price level, usually measured 
by the consumer price index. Its purpose is to promote a more effective 
adjustment of the economy to inflationary forces. The private sector 
already indexes extensively. Most long term contracts, such as long 
term loans, supply agreements, and wages, are tied to escalator 
clauses. Interest rates are allowed to fluctuate, supply prices rise, and 
wages adjust according to the strength of inflationary impacts. 
Indexing is needed in the public sector, particularly in the tax 
structure. Inflation has driven nominal wages up along with prices, so 
that wage earners find themselves in higher tax brackets with no real 
gain in income. Two years of inflation at 14 percent, even if wages fully 
adjust, is equivalent to a 10 percent increase in tax rates at a time of 
stable prices. Real disposable income declines by | percent each year. 
Unfortunately indexing is not a miracle cure for inflation. It involves 
real economic costs—price adjustments are never costless—which 
make it less preferable than no inflation at all. The key areas for 
indexing are: 
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@ /nterest income on saving. Inflation has driven savings down to a 
record low share of personal income—less than 5 percent, compared 
with about 15 percent in other developed countries. The real yield on 
most forms of saving is now negative. Only that portion of savings 
income that represents a real rate of return over and above the 
inflation rate should be subject to taxation. 

@ Capital gains. Similarly, only that part of capital gains that 
represents an increase above the inflation rate should be subject to 
taxation. 

@ Corporate income. \nflation generated increases in the value of 
inventories should not be counted as taxable income. 

@ Tax deductions and tax brackets. 


States can play only a limited role in rationalizing the tax structure. 
They must alter their own tax structures and apply pressure to 
Washington to rationalize the federal system. 

Another problem stems from imperfections in published price 
indices. The representatives of the population to which an index refers 
and the samples used to reflect that population—fixed weights for the 
various components of consumer expenditure, differences between list 
and actual transaction prices, and inadequate allowances for quality 
changes—all these may cause measured indices to diverge from the 
true index. Moreover, even if the measured indices are flawless, they 
are still after the fact, and thus adjustments can only be made with 
some time lag. However, most firms have judged that benefits 
outweigh costs and have adopted it voluntarily. The public sector and 
certain government-regulated portions of the private sector will need 
enabling legislation to allow them to use this practice. The rates of 
interest paid on short and long term government bonds, personal tax 
brackets, personal exemptions and standard deductions for the 
personal income tax, the bases for calculation of capital gains and 
depreciation for both the personal and corporate income tax, and the 
book values of inventories for the latter should all be subject to 
continuous adjustment, to reflect changing price levels. Any other 
government payments that are fixed in nominal terms, such as wages 
and pensions, should also be indexed. For government-regulated 
private industries, legislation should be enacted to repeal any existing 
legal roadblocks to the adoption of indexing—anti-usury laws, 
restrictions on variable-term mortgages, other limits on interest rates 
payable on deposits of financial intermediaries or chargeable on loans, 
and ceilings on the prices charged by public utilities, airlines, and 
interstate truckers. Without indexing, especially by the federal 
government, the prospects for any substantial] increase in investment 
are dim. 
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THE GOAL 
OF COUNTERCYCLICAL 
ECONOMIC POLICY 


The goals of countercyclical economic policy are quite distinct from 
those of anti-inflationary policy. Countercyclical policy is concerned 
with the problems caused by a temporary decline in demand for goods 
and services. It is not concerned with the problems caused by a 
structural change in the economy. This is an important distinction: 
unemployment resulting from a temporary lull in demand may be 
reduced by an effective countercyclical spending program; that 
resulting from structural adjustment may not. 

The major conclusions that are reached in this discussion of the 
goals of countercyclical policy are: 


@ Recessions arise from a variety of causes and therefore must be 
addressed through a variety of policies. Not every increase in 
unemployment or negative growth rate in output signals a business 
cycle downturn, but may result from structural shifts in the economy. 
Policy must not discourage these adjustments. 

@ The most important cycle impacts which determine the goals of 
countercyclical policy are: under-utilized productive capacity, long 
term unemployment of low income individuals; public service 
cutbacks necessitated by declining revenues. 

@ Each of these objectives must be addressed by a distinct 
countercyclical program. Idle capacity can be employed through 
increased capital expenditure; unemployment through publicly 
subsidized jobs and training; and public service cutbacks through 
fiscal assistance. 


WHAT CAUSES Fluctuations in the rate of economic 
RECESSIONS? activity occur for many reasons, and can, 

at best, be only partially explained by the 
tools of economic theory. Differences among economic forecasts tes- 
tify to the variety of cycle theories, and their inaccuracies show how 
inadequate these theories are. Even the term cycle, against which 
recessions are measured, is by no means unambiguous. 


Definitions! A brief review of the literature reveals 
at least five major types of cycles, each 
distinguished from others principally by its average duration. 


125 


126 


Business Cycle. The basic definition of this cycle is provided by 
Burns and Mitchell (1946): 


Business cycles are a type of fluctuation found in the aggregate 
economic activity of nations that organize their work mainly in business 
enterprises: a cycle consists of expansions occurring at about the same 
time in many economic activities, followed by similarly general 
recessions, contractions and revivals which merge into the expansion 
phase of the next cycle; this sequence of changes is recurrent but not 
periodic; in duration business cycles vary from more than one year to 
ten or twelve years; they are not divisible into shorter cycles of similar 
character with amplitudes approximating their own (p. 3). 


The National Bureau of Economic Research has developed an index of 
twelve indicators that are used to measure the path of economy and 
has based considerable research on this concept. Business cycles have 
an average duration of three to four years. 

Growth Cycle. The definition of this cycle is similar to that of the 
business cycle, except that it is based upon economic fluctuations 
“adjusted for their long term trends” (Mintz, 1974, p. 7). Growth cycles 
therefore are based upon deviations from long run growth rates. 
Growth cycles tend to coincide with business cycles although, unlikea 
business cycle, a growth cycle can occur with no decline in output. 

Juglar Cycle. Juglar cycles are defined as cycles in the average 
growth rate. They last approximately ten years. Burns and Mitchell 
refer to them as “hidden cycles.” Relatively little empirical 
examination has focused on them. 

Kuznets’, or Trend, Cycle. These are cycles in the rate of growth of 
production and prices. They last about 20 years and have been 
identified in several countries (Abramovitz, 1961). They may be linked 
to major transportation investments (Isard, 1942) or to population 
changes (Kuznets, 1958). 

Kondratieff Cycle. These cycles have only been vaguely defined in 
terms of growth rates. They typically last between 40 and 60 years 
(Schumpeter, 1935). However, evidence for such swings has not stood 
up to more detailed statistical analysis, and interest has waned 
(American Economic Association, 1965) until recently. Walter 
Rostow believes we are on the verge of an upswing in a long cycle, 
while MIT economist Jay Forrester believes we are on the downturn 
(Business Week, 9/10/79). 

From the perspective of countercyclical policy, we are concerned 
with business cycles. Nevertheless, it should be noted that other types 
of cycles may contribute toward the pattern of economic behavior 
during business and growth cycles although exactly how is not yet 
understood. 

Figure 2 shows downturns or contractions shaded in grey, and plots 
the rate of growth of Gross National Product adjusted for price 
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increases. Prior to the present recession, the U.S. had experienced six 
postwar major recessions, of which the one in 1974-75 was the deepest, 
and one growth cycle, 1966-67. 


Causes There is no one, simple explanation for 

cycles. To some extent, each cycle is 
unique, in that the combination of international and national eco- 
nomic developments and public policies—the ingredients that lead to 
recession—are never quite duplicated. The following factors have 
contributed to past recessions. 

Business Expectations. \f businesses anticipate a decline in sales, 
they respond by cutting new investment orders and running down 
inventories. In general, changes in business expectations are a 
response to growing price instability, anticipated changes in federal 
economic policy. 

Shocks. Major shocks to the economy, such as a bad harvest, the 
outbreak or cessation of war, or oil price changes, often lead to a 
period of reduced economic activity while resources are shifted among 
sectors and among geographical areas. 

Policy Changes. Abrupt changes in federal economic policy— 
particularly monetary changes (see Chapter 2)—can be very 
destabilizing. Even if no actual policy change is made, the fact that the 
federal government may or may not make a change, can lead to 
destabilizing shifts in expectations. As Mark Willes of the Minnea- 
polis Federal Reserve Bank has argued, an effective countercyclical 
policy must be based on removing the element of surprise from federal 
actions. 

The future is unlikely to bring us fewer shocks or much 
improvement in federal policies. In fact, improved communications 
and the growing importance of world trade may have increased the 
nation’s vulnerability to economic events abroad. The U.S. has 
exported many of its manufacturing jobs abroad, and is providing 
more and more service functions for foreign nations. The impacts of 
this growing interdependence and international specialization on the 
nation’s economic stability have not yet been recognized or 
understood. 

The lesson from this is that some downturns are the result of real 
structural change. For these downturns, countercyclical action, 
however prompt, is unlikely to significantly reduce unemployment, 
and may even delay the adjustment process. However, action can be 
taken to lessen the burden of the recession on those sectors and 
individuals who bear a disproportionate share of the burden. The 
following section identifies these targets of countercyclical policy. 


THE IMPACTS The goal of countercyclical policy is, 

OF RECESSION in fact, composed of three components: 
@ Providing jobs for the cyclically un- 

employed suffering the worst hardship. 

B Absorbing excess productive capacity. 

@ Maintaining public services in the face of declining revenues. By 

examining each of these targets in more detail, we can identify the 

appropriate policies to reach these goals. 


Cyclical Defining the need for countercyclical 
Unemployment policy has been confused by the quest to 
find “the natural rate of unemployment” 
—the El Dorado of macroeconomists. Searchers have reasoned that, if 
they could define the natural rate, then, by comparison with the actual 
rate, they could determine exactly how much countercyclical stimulus 
was needed. To understand the futility of this quest, it is worth 
examining—if only briefly—the different types of unemployment, and 
how they vary over time. The targets of countercyclical programs are 
those who have become unemployed because of a decline in the level of 
aggregate demand—demand-deficient unemployment. Three major 
categories of unemployment can be identified in addition to cyclical 
unemployment. These are: frictional, structural, and institutional 
unemployment.? The existence at “full employment” of a pool of 
unemployed at a rate of between 2.5 and 4.0 percent of the labor force 
is attributed to these secular causes rather than to cyclical causes. 

Frictional Unemployment. Frictional unemployment results froma 
number of reasons. The competitive operation of the economy, which 
causes some companies within any industry to succeed and grow while 
others decline and eventually close down, leads to unemployment 
since new companies are rarely set up next to ones that have closed, 
and workers from declining or dead companies must spend some time 
searching for the new openings in their industries. Second, households 
may choose to migrate among regions for noneconomic reasons, and 
time must be spent at the new locations seeking a job. Third, workers 
may voluntarily quit their jobs to search for better paying 
employment. These periods between jobs are categorized as frictional 
unemployment. 

Frictional unemployment may vary cyclically and secularly. For 
example, frictional unemployment has been high during the 1970s 
because growth companies are located in the South, far from the 
closing and contracting companies in the North. 

Structural Unemployment. While frictional unemployment can be 
regarded as an intra-industry phenomenon, structural unemployment 
results from structural changes in the economy that necessitate a shift 
of labor and other productive factors among economic sectors. These 
changes are made necessary because the economy experiences shocks 129 


or “once-and-for-all” changes. 

As the economy experiences these shocks, some jobs are lost and 
others are created but with a lag. Workers and capital relocate in 
regions whose advantages have been enhanced. New types of 
equipment are installed and new labor skills are developed. However, 
these adjustments do not occur instantaneously. There is inertia within 
the system, due in part to the costs of making the adjustments, to the 
fact that full information is not always available, and to the fact that 
the changes themselves may occur gradually. 

There are three important aspects of structural unemployment that 
should be noted. First, the level of structural unemployment is not 
constant; it depends upon the number, magnitude, and types of the 
shocks that the economy has received. The recent rapid increase in 
energy prices, coupled with the introduction of environmental 
protection laws, might be expected to lead toa higher rate of structural 
unemployment than would have otherwise occurred. Second, the 
adjustments themselves are necessary if the economy is to maintain or 
regain economic efficiency in the face of changes in factor and 
commodity prices. Third, a countercyclical public works program may 
have little or no impact on the level of structural unemployment. A 
public works program will not reduce the extent of regional and 
sectoral adjustments occurriig at any given time, and it may even slow 
down the adjustment process by delaying the decision to migrate. 

As with frictional unemployment, structural unemployment does 
not remain constant over time. Therefore, separating its contribution 
to total unemployment during a recession in order to identify the 
demand-deficient unemployed presents problems. Changes in the rate 
of structural and frictional unemployment may cause changes in the 
rate of demand-efficient unemployment. For example, an increase in 
structural unemployment may be interpreted by some businesses as 
the beginning of a recession and may lead them to scale down their 
investment plans, thereby creating a recession through multiplier and 
acceleration effects. 

Institutional Unemployment. There are a number of institutional 
aspects of the labor market that may contribute toward the level of 
unemployment. For example, a labor union may succeed in raising the 
wage rate that is paid to its members. Asa result, the number of people 
wishing to work will increase and the quantity of labor demanded will 
decline. Ultimately, the expected annual earnings of union members 
will tend to equal the expected annual earnings of those with 
comparable skills in non-unionized sectors, with the higher skills being 
equalized by a reduced probability of finding work. An increase in the 
level of demand for workers in the unionized sector will be 
compensated for by an inmigration of labor from other sectors. Thus, 
a high unemployment rate among union members will reduce their 

130 expected income to that in non-unionized industries. 


Similarly, a union that is able to restrict membership (through 
appenticeship programs and other measures that limit the quantity of 
labor supplied to an industry) may create a bottleneck that causes 
workers in complementary trades to become unemployed. For 
example, if the supply of bricklayers were not increased as demand for 
new construction increased, plumbers and carpenters might not be 
able to find jobs. 

Federal policies, too, may affect the number of institutionally 
unemployed. The minimum wage law may result in reduced 
employment opportunities for teenagers and unskilled labor. The 
costs and returns of education determine whether a member of the 
labor force seeks a job or enters college—which will affect the level of 
unemployment. The level of welfare payments may also affect the 
willingness of a person to enter the labor force and seek employment. 

Cyclical Unemployment. The target of countercyclical policy is the 
cyclically unemployed. But, since public resources are limited, special 
efforts must be made to identify those who suffer the worst hardship 
during a recession. Unemployment is an inadequate measure. 
Employees in a cyclically volatile industry do experience more 
unemployment, but this is not necessarily a measure of hardship. They 
tend to be compensated both by higher wages when they are working 
and by generous supplementary unemployment benefits. The high 
wages in the construction sector are a result of the fact that 
construction workers cannot expect to work a full 52 week year. In 
fact, four out of ten male job losers between 25 and 64 during 1974, the 
height of the last recession, were on lay-off (Rosanna, 1979). Less than 
one quarter actively sought alternative employment. 

Second, unemployment insurance benefits have taken some of the 
sting out of unemployment—although some physical and psycholog- 
ical problems do occur, particularly for those workers either not 
covered by UI and supplementary employee benefits or without the 
guarantee of re-employment. 

Third, the way that unemployment insurance premiums are levied 
has actually increased cyclical unemployment. Most state funds levy 
unemployment insurance at a basic rate and use a formula to 
determine how much contributions increase in relation to a firm’s 
turnover. But high-turnover firms typically do not pay a premium that 
fully reflects their employees’ above average demands on the UI fund. 
Further, because firms know that laid-off employees will not be 
financially compelled to seek immediately alternative employment, 
they are more willing to layoff workers. 

These caveats reinforce the concern, identified in this chapter, with 
the hard-to-employ, upon whom the cycle falls especially hard. They 
are more likely to be fired rather than laid-off, and unlikely to have 
jobs in other sectors. With these caveats in mind, let us turn to an 
analysis of how recessions affect different groups inthe labor market 131 
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and different industries. 

The cyclically unemployed constitute only a fraction of the 
unemployed even during a national recession. Vernez et al. (1977) 
measured cyclical unemployment as the difference between the 
employment level at cycle trough and the level at the preceding cycle 
peak, calculating that more than 75 percent of the increase in the total 
number of unemployed from peak to trough were cyclically 
unemployed (p. 53ff). This measure does not include new entrants into 
the labor force, but is a better measure of cyclical unemployment than 
is the aggregate unemployment rate. 

A worker may become unemployed in four ways: 


Involuntary termination (job losers). 
@ Quitting a job (job leavers). 

@ Unsuccessful labor force re-entry. 

@ Unsuccessful labor force entry. 


Job losers are between 36 percent and 55 percent of total annual 
unemployment (see Table 6). This group is also the most cyclically 
volatile. Between 1973 and 1975, the number of unemployed rose by 
3.5 million. Those involuntarily unemployed rose by 2.7 million, job 
leavers by 0.15 million, unemployed re-entrants by 0.5 million, and 
unemployed new entrants by 0.17 million. Job losers accounted for 75 
percent of the increase in unemployed during the recession. In absolute 
numbers, re-entrants exhibit a slight procyclical behavior, while new 
entrants and job leavers exhibit no cyclical tendencies (Gilroy and 
MclIntire, 1974). However, these data may be misleading. Unemploy- 
ment behavior may change in response to changes in the availability, 
level, and duration of benefits from unemployment insurance (U]). If 
UI coverage and duration of benefits improve, workers may hold out 
longer before accepting a job at a firm that pays a lower wage than the 
“reserve” wage which they feel they can obtain. 

Preliminary estimates indicate that layoffs would decline by about 
one half if the UI incentive were eliminated (Feldstein, 1976a). 
Therefore, the impacts of cycles and countercyclical programs may be 
difficult to separate from the effects of changes in unemployment 
insurance benefits. For example, during early 1974, the UI program 
placed a time limit on the period during which benefits could be 
received (between 20 and 36 weeks, depending on the state).4 However, 
the Emergency Employment Act of 1974 (Federal Supplement 
Program) extended this time period.’ In addition, the Special 
Unemployment Assistance program and the Unemployment Assis- 
tance Act of 1974 extended insurance coverage to those not previously 
covered.® Both measures may be expected to result in increased unem- 
ployment. 

About half of the increase in the unemployment rate during a 
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recession results from prolonging the periods of unemployment of 
those who experience difficulty in finding work even during the best of 
times. The remainder of the increase comes from an increase in the 
numbers of workers experiencing unemployment. Distinguishing 
between a deepening of the unemployment experience (the first case) 
and a broadening (the second case) has important implications for 
countercyclical programs. To the extent that recessions fall upon the 
chronically unemployed, the need for training programs, counseling 
services, and other measures aimed at improving the employability of 
participants is increased. On the other hand, if a recession results 
primarily in a broadening of the unemployment experience, the 
income maintenance and net job-creation aspects of countercyclical 
programs are more important. 

During the 1969-1971 cycle, more than half the increase in 
unemployment was attributable to the more acute unemployment 
experience among the chronically unemployed. While the unemploy- 
ment rate rose from 3.5 percent to 5.9 percent, an increase of 68.6 
percent, the percentage of the labor force experiencing at least one 
period of unemployment during the course of the year rose from 12.5 
percent to 16.3 percent, an increase of only 30.4 percent (see Table 6). 
Warren (1977) estimated that 45 percent of the changes in the 
unemployment rate between 1969 and 1975 were explained by changes 
in the duration of unemployment, while 55 percent of the changes were 
attributable to changes in the flow of persons into unemployment. A 
recession increases the average duration of unemployment. For 
example, between 1973 and 1975, the average duration of a spell of 
unemployment rose from 10 weeks to 14.1 weeks (Table 6). Those 
unemployed for less than five weeks fell from 51.0 percent in 1973, a 
peak year, to 37.0 percent in 1975, a trough year, while those 
unemployed for 15-26 weeks increased from 11.0 percent to 16.5 
percent, and those unemployed more than 27 weeks, rose from 7.8 
percent to 15.2 percent.’ 

During a recession, many workers are affected through forced 
reduction in working hours as well as through outright unemploy- 
ment. The involuntary part-time employment rate behaves pro- 
cyclically (see Table 6). In 1969 and 1973, which were peak years, 1.2 
percent of the total nonagricultural labor force was involuntarily 
working less than 35 hours a week. In the recession years of 1971 and 
1975, this rate climbed to 1.4 percent and 1.8 percent, respectively. 

Although the level of part-time employment is considerably less 
than the unemployment rate (between one-third and one-quarter of 
the latter), it is an important indicator of cyclical effects for two 
reasons. First, changes in the rate of part-time employment are a 
leading indicator of cycle turning points (Bednarzik, 1975a). 
Bednarzik found that the changes in this rate consistently led both 

134 unemployment cycles and business cycles at peaks and troughs. 


Idle Productive All sectors are not equally sensitive to 
Capacity changes in the national rate of employ- 
ment growth. The construction and man- 
ufacturing sectors typically experience cycles of much higher ampli- 
tude than all sectors taken together (Bednarzik, 1975a; Marston, 1976; 
Vernez et al., 1977). Mining, finance, insurance and real estate, 
selected services, and the government sector are the least cyclically 
sensitive. Between November 1973 and June 1975, construction 
employment fell by 7.0 percent and manufacturing employment 
declined by 9.6 percent. By contrast, employment in mining rose by 
17.6 percent, in finance, insurance and real estate by 4.1 percent, and in 
services by 7.7 percent. Past research has shown that those sectors and 
industries most cycle-prone are construction and durable goods 
manufacturing. A public works program—increased spending on 
capital projects during a recession—would target on these industries. 
If a public works program is to be a component of a countercyclical 
strategy, then it is important to know how those industries that 
provide materials for construction projects behave over the cycle. 
Vernez et al., (1977) identified 18 industries that were major suppliers 
to public works projects (listed in Table 7) and examined the timing 
and amplitude of these industries’ cycles compared with national 
employment cycles. In unpublished research, they also examined the 
relationship between monthly growth rate of employment by these 
industries.’ The results of these two analyses appear in Table 7. Major 
findings are summarized below. The construction sector is discussed 
separately. 

The timing of turning points differs among the 18 supplying 
industries’ employment cycles.? At the initial downturns of the last two 
national classical cycles (1970-1971 and 1974-1975), all supplying 
industries led the nation by two to eighteen months. The leads have 
been longer in the more severe cycle of 1974 to 1975. The industries 
that typically displaced the largest leads (two quarters or more) are: 
fabricated metal producers (SIC 34); transportation equipment (SIC 
37); and textile mill products (SIC 22). The general building 
contractors industry (SIC 15) has also exhibited a lead of a quarter or 
more in each of the three post-1960 classical cycles.!° 

At upturns, all major supplying industries led the nation in recovery 
during the 1960-1962 cycle, while most trailed the nation in recovery 
during the 1970-1971 cycle—except furniture and fixtures (SIC 25), 
which led the nation in recovery. 

Responsiveness indicates the magnitude of the change in an 
industry’s employment growth rate in response to a given change in 
national employment growth. For example, the results in Table 7 
indicate that a one percentage point increase inemployment growthat 
the national level will tend to lead to a 2.48 percentage point increasein 135 
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the primary metal products industry (SIC 33). Overall, most suppliers 
of public works projects respond to an increase (or decrease) in 
national employment by a larger increase (decrease) in their own 
employment. The most responsive industries were: electrical equip- 
ment (SIC 36); fabricated metal products (SIC 34); primary metal 
products (SIC 33); and nonelectrical machinery (SIC 35). A one 
percentage point change in national employment growth will, on 
average, result in at least a two percentage point change in the 
employment growth rates of these industries. 

The industries vary in cyclical amplitude, measured as the 
percentage change in employment from cycle peak to cycle trough. A 
number of industries have experienced consistently large relative 
amplitudes in all post-1960 cycles: lumber and wood products (SIC 
24); transportation equipment (SIC 37): and rubber and miscellaneous 
plastics (SIC 30). Their relative amplitudes have consistently been 
higher than the average for total manufacturing employment ( Vernez 
et al., 1977, pp. 170-176). Also, a number of industries have 
consistently experienced relatively mild cycle amplitudes: mining (SIC 
14); chemicals and allied products (SIC 28); and petroleum refining 
(SIC 29). 

The coefficient of determination (R2) reported in Table 7 measures 
the extent to which variations in industry growth rates can be 
explained by variations at the national level. Industries exhibiting a 
high degree of conformity include: primary metals (SIC 33); fabricated 
metal products (SIC 34); furniture and fixtures (SIC 25); transporta- 
tion equipment (SIC 37); and instruments (SIC 38). With the 
exception of the last mentioned, these are also highly responsive 
industries. Low-conformity industries are heavy construction 
contractors (SIC 16) and chemicals (SIC 28). 

The construction sector is of particular importance because the on- 
site labor demanded by public works projects must be provided, for 
the most part, by the cyclically unemployed in this sector. Over the 
course of a cycle, employment in the construction sector behaves 
differently from aggregate employment. Employment in this sector 
tends to lead national growth but shows low conformity to the nation 
as a whole. 

At actual turning points, construction industries have tended to lead 
the nation. All construction industries led the nation during the 1974 
downturn; general contractors (SIC 15) by fourteen months, the 
others by seven months. Special trade contractors (SIC 17) 
consistently led the nation at all upturns since 1960. The relationship 
between the timing of construction sector employment and total 
employment cycles varies widely among labor market areas. 
Nevertheless, ina majority of labor market areas, construction leads at 
cycle downturns. There is no strong tendency for a lead at cycle 

138 upturn. 


Construction industries tend to be relatively responsive to changes 
in the national growth rate of total employment. A one percentage 
point change in national growth will be reflected in employment 
growth with a change greater than one percentage point in the same 
direction, in each of the three construction industries. 

There are considerable differences in cyclical amplitude among 
construction industries. General building contractors (SIC 15) have 
relatively high cyclical amplitude, greater than that of total 
employment, while heavy construction tends to experience cycles of 
low amplitude. A countercyclical public works program should 
concentrate on building rather than on heavy construction projects. 


State and Local Fiscal The business cycle affects state and local 
Activities in Recession fiscal behavior. First, state and local 

governments act countercyclically to 
dampen the cycle through both automatic and discretionary stabilizers 
in much the same way as the federal government does. The record 
suggests that their actions have proved quite effective. Second, 
recessions increase the demand for services while reducing tax 
revenues, placing states in a fiscal squeeze. 

State Local Countercyclical Behavior. State and local governments 
have traditionally been accused of acting perversely over the business 
cycle, contributing to overheating during expansions, and to reduced 
demand during recessions. The evidence suggests otherwise. Table 8 
shows that expenditures have grown more rapidly during recessions 
than during expansions, and revenues have grown more slowly during 
periods of slow growth than during booms. The result has been that 
surpluses have acted countercyclically. Although the tendency is less 
pronounced, state-local employment has acted more countercyclically 
than federal hiring (Table 9). 

The countercyclical behavior of state surpluses has arisen, in large 
part, inadvertently. The Advisory Commission on Intergovernmental 
Relations (May 1979) explains it in this way: 


First, most state and local governments operate on either one or two 
year budget cycles. Revenue estimates are made and expenditures are 
planned for the entire budget period. If revenues fall short of estimated 
amounts, there is a time lag before expenditure adjustments can be 
made. Most of the recessions since World War Two have not lasted long 
enough for state and local governments to cut expenditures. 


A second and probably more important factor is that state and local 
governments are expected to have balanced budgets. Since these 
governments must at least plan a balanced budget, their tendency is to 
estimate revenues conservatively. If the economy is booming these 
conservative estimates may understate actual collections and result in 
unplanned surpluses. During recessions it appears that state and local 
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Table 8 
State-Local Fiscal Behavior: 
Average Quarterly Rates of 
Growth of Expenditures, Receipts, and Surpluses 


1957-1977 
During Recessions 
Expenditures Receipts Surplus 
(average quarterly (average quarterly (average quarterly 
Contraction! rate of growth rate of growth change: billions 
(peak-trough) in percent) in percent) of dollars)? 
1957: III-1958: I 2.9% 1.7% $-0.55 
1960: I-1960: 1V PEI 1.9 -0.10 
1969: III-1970: IV 3:2 2.8 -0.46 
1973: IV-1975: I 3.3 2.6 -1.32 
During Expansions 
Expenditures Receipts Surplus 
(average quarterly (average quarterly (average quarterly 
Expansion! rate of growth rate of growth change: billions 
(trough-peak) in percent) in percent) of dollars) 
1958: I-1960: I 1.5% 2.4% $0.34 
1960: IV-1969: III 2.4 2S 0.08 
1970: IV-1973: IV 2.5 2.9 0.80 
1975: 1-1977: I 1.8 2.9 2.95 


1. Peak and trough quarters are used for real GNP, as identified by the U.S. Department of 
Commerce, Bureau of Economic Analysis (BEA). 

2. Total expenditures, receipts, and surplus were used to compute the above, hence federal aid an 
trust fund amounts are included. 


SOURCE: Advisory Commission on Intergovernmental Relations, State-Local Finances in Reces- 
sion and Inflation, A-70, Washington, D,C., May 1979, p. 7. 


governments draw down these surpluses, enabling them to maintain or 
increase expenditures. 


However, the data suggest that the countercyclical influence of the 
state-local sector is declining as its growth rate declines and as the 
importance of federal aid—which has not been used counter- 
cyclically—increases (ACIR, May 1979a). Since state governments 
are, with few exceptions, constitutionally precluded from operating a 
budget deficit, they can only regain their countercyclical influence by 
setting up a stabilization fund (along the model of Michigan). They 
can no longer rely on the automatic stabilizing influence of reduced 
revenues and increased expenditures. 

Recession and State-Local Fiscal Conditions. A recession can 

140 create serious fiscal problems for local governments. They are 


_ squeezed between the increasing demands for services and income 
_ transfers for those rendered jobless and indigent by the slowdown, and 
_ shrunken revenues from reduced personal and business income. The 
_ extent of the fiscal problem will depend upon the depth of the local 
recession and by the local tax structure. Appendix A shows that a 

recession is not borne equally by all areas. Neither does a one percent 
_ decline in personal income translate into the same decline in revenues 
_ in all areas. The elasticity of taxes differs. The revenues from a highly 
_ progressive personal income tax will be highly volatile, or “elastic,” in 
_ response to changes in local personal income. A motor fuel tax will be 
less responsive. There have been many attempts to compute the 
elasticity of the major state and local taxes. The Advisory Commission 
for Intergovernmental Relations (May 1979a) calculated the middle 
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Table 9 
. Private and Public Sector Employment, 1957-76 
(Full-Time Equivalent Employees) 


| During Recessions 


Private Public? 
Sector Sector Federal? State-Local 
(average (average (average (average 
annual annual annual annual 
_ Contraction! growth in growth in growth in growth in 
_ (peak-trough) percent) percent) percent) percent) 
_ 1957-58 -4.0% 0.0% -3.8% 5.1% 
| 1960-61 -1.0 3.4 2.0 4.7 
_ 1969-70 -0.9 -0.3 -5.8 4.3 
1973-75 -1.4 1.8 -0.6 Sil 


During Expansions 





| Private Public? 

Sector Sector Federal’ State-Local 
i| (average (average (average (average 

4 annual annual annual annual 

| Expansion growth in growth in growth in growth in 
(trough-peak) percent) percent) percent) percent) 
1958-60 2.4% 1.9% -0.1% 3.9% 
1961-69 2.9 BY, 2.9 4.4 

| 1970-73 2.6 0.5 -4.7 4.3 

| 1975-76 3.6 0.3 -1.0 1.0 


_ I. Calendar year peaks and troughs chosen to most closely reflect employment at peak and trough 
| months as measured by BEA. 
2. Includes military. 


| SOURCE: Advisory Commission on Intergovernmental Relations, State-Local Finances in Reces- 
sion and Inflation, A-70, Washington, D.C., May 1979, p. 9. 141 
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range estimates of income elasticity for four major tax sources and 
estimated tax revenue loss due to the recession in 1975: 


Tax Elasticity Loss ($ billions) 
Personal Income Tax Ie, 3.42 
Corporate Income Tax 1.1 0.68 
General Property Tax 0.98 4.74 
General Sales Tax 1.0 4.67 


Total Loss 13.51 


This hypothetical loss amounts to 10.5 percent of actual state-local tax 
collections in 1975. The more volatile taxes should provide the basis of 
contributions into a state stabilization fund, proposed in Chapter 6. 

Public perception of the fiscal crisis has focused on the problems of 
large, old central cities. While the recession of 1974-75 raised concern 
over the ability of these cities to bring expenditures in line with 
revenues, their basic problem was one of long run erosion in the tax 
base, a secular rather thana cyclical problem. In fact, at least one study 
estimates that states suffer two-thirds of the revenue loss caused by a 
recession, with other jurisdictions accounting for the other one-third. 
This is a result of the state reliance on the personal income tax (ACIR, 
May 1979a). Although states tend to have more fiscal padding than 
many central cities, many are facing a growing fiscal strain (ACIR, 
February 1977). Many cities are severely affected. In the most severely 
affected cities (which also tend to be the largest cities), capital 
expenditures are the first category to be cut (U.S. Congress, 1977). 
This accentuates the need for a public works and fiscal assistance 
component of a state based countercyclical program. Recent analysis 
by the ACIR (1978) has shown that there is a wide range in the fiscal 
strength of state governments—some can reasonably be expected to 
help their distressed cities, others do not have sufficient fiscal strength. 
Thus, some form of federal assistance may be necessary. 


IMPLICATIONS The preceding discussion establishes 

three distinct goals for a countercyclical 
policy, goals that are related to the dual purposes of moderating the 
depths of recessions and helping those most harmed. In trying to 
smooth out fluctuations in economic activity—fluctuations that arise 
from the inexorable rhythms of the business investment cycle or from 
shocks such as a sudden increase in energy costs, the declaration of 
peace, or political uncertainty—stabilization policy embodies three 
components: 


142 @ Absorbing excess productive capacity; 


@ Providing employment for those rendered jobless; 
@ Maintaining public services. 


While these goals are not mutually exclusive, they are distinguishable 
and must be met through separate programs. For example, a public 
service employment program may provide jobs for the cyclically 
unemployed, but will have little impact on idle productive capacity. A 
fundamental mistake in federal stabilization strategy has been the 
failure to implement separate programs for these separate goals. For 
example, during the 1973-75 recession, the Comprehensive Employ- 
ment and Training Administration (CETA) program was stepped up 
to meet two goals—providing the unemployed with jobs and to help 
maintain public services. Few of the unskilled were hired and the 
maintenance of public services was hampered by the restrictive 
regulations. A single program cannot meet more than one goal 
successfully. This does not mean that a program targeted at one goal 
will have no impact on other goals. It means that a program should 
never be justified or modified to address a secondary goal. Just as an 
airplane has one set of controls for vertical movement and one set for 
lateral movement, a stabilization strategy must include a separate 
program for each goal. 

The three objectives outlined above can be met by three major 
programs: 


Goal Program 


Reducing idle capacity in Increased capital spending 
construction and manufacturing (public works) 


Providing jobs for the cyclically Public employment and training 
unemployed and the hard to 
employ 


Maintaining public services Antirecessionary revenue sharing 


Other programs can also help meet each of these goals and are dis- 
cussed in Chapter 6. However, these three programs are the most 
important in developing a state based countercyclical strategy. 


Public Works The construction industry, and industries 
providing materials for construction ac- 

tivity, are among the most cyclically volatile of all sectors. A well- 

designed and well-timed public works program is an important 

component of a countercyclical strategy. It can easily be incorporated 

in state and local government policy because of the large volume of 

publicly funded construction. While the transportation equipment 143 
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sector is also volatile, it can be assisted less easily because of the 
relatively small role of the public sector in total sales, and because of 
the very long duration of publicly funded transportation equipment 
projects. Three factors should be considered in the design of a counter- 
cyclical public works program: 

The cycle in construction employment does not coincide with the 
cycle in total employment; therefore, public works investments must 
be tied to the level of construction sector unemployment, not the 
prevailing aggregate unemployment rate. Construction typically leads 
the total cycle, and for this reason public works should be undertaken 
before other countercyclical expenditures. Federal public works have 
usually lagged behind the cycle and have contributed to inflationary 
pressure during the economic recovery. 

A countercyclical public works program should concentrate on 
short duration, general construction projects. The heavy construction 
industry rarely behaves cyclically and projects are lengthy which 
makes the industry an unsuitable target for countercyclical purposes. 

In order to ensure timely implementation, state and local 
governments must have “pre-planned” projects on the shelf, ready to 
carry out as the local economy softens. 


Public Employment A major cause of the increase in the un- 
and Training Programs employment rate during a recession is the 

prolonged unemployment of those who 
find it difficult to secure regular employment even during the best of 
times. These tend to be the young, the unskilled, and the 
inexperienced. An effective and equitable countercyclical program 
must reach out to enroll the hard-to-employ in training and work 
experience programs. Improving the quality of the labor force can help 
reduce cyclical volatility in the long run. Employers are less willing to 
layoff skilled and able workers during a recession for fear that they will 
be unable to rehire them during the ensuing recovery. They will 
“hoard” labor which will dampen employment fluctuations. Again, 
three considerations should guide the design of a countercyclical 
public employment and training program. 

First, the program must be separated from the program aimed at 
assisting state and local governments to maintain public services. A 
major flaw in the 1975-77 countercyclical component of the 
Comprehensive Employment and Training Act (CETA Titles II and 
VI) was that it confused public service maintenance with work 
experience and training. The result, quite naturally, was that hard- 
pressed local governments used the funds to hire the relatively skilled 
to fill regular public sector slots. The unskilled were rarely able to get 
these jobs. 

Second, at the expense of speedy enrollment, the program must 
embody strict eligibility requirements to ensure that participants are 


truly those in need. 

Third, an effective program demands coordination with the private 
sector to ensure that the skills and experience imparted are relevant to 
the needs of local industry. Failure to do this will make it difficult for 
participants to find permanent, unsubsidized employment. Public 
employment should only be regarded as a temporary measure. 


Antirecessionary Many jurisdictions, particularly large 
Fiscal Assistance cities with a heavy concentration of their 

workforce in durable goods manufactur- 
ing, suffer acutely during national recessions. Revenues decline 
sharply and the demand for public services grows rapidly. Long term 
economic decline has effectively removed any “fiscal padding” in their 
budgets and they are ill-equipped to face the additional strains 
imposed by a cyclical downturn. In the long run, these troubled 
jurisdictions must adjust their revenue structure and the menu of 
services offered to reflect their smaller size and altered economic base. 
In the short run, they require fiscal assistance to help weather the 
recession. An antirecessionary fiscal assistance program must deliver 
the aid where it is most needed and, at the same time, not remove the 
underlying incentives for long run fiscal adjustment. These, then, are 
the bare bones of stabilization policy. In the following chapter we 
examine why the federal government has failed to meet these 
objectives. In the final chapter, we outline how states can implement 
an effective stabilization strategy. 


Footnotes to Chapter 4 
1. This subsection is adapted from Vaughan (1976), pp. 22-23. 


2. Institutional unemployment refers to those who are unemployed through aspects of the labor 
market that create a pool of unemployed. For example, minimum wage legislation and 
unionization may have the effect of creating institutional unemployment. 


3. This group includes those who have been temporarily laid off and those permanently 
separated. 


4. Most states pay UI benefits up to 26 weeks. Puerto Rico pays only 20 weeks of benefits, while 
the District of Columbia pays more than 26 weeks. The value of benefits varies considerably 
among States. 


5. The amended Federal Supplemental Benefits Program now provides 65 week coverage to 
states whose insured unemployment rates have exceeded 6 percent for the most recent 13 weeks, 
and 52 week coverage for states whose unemployment rate has been between 5 and 6 percent. 


6. For a period of 39 weeks (Employment and Training Report of the President, 1976). In 1975, 
1.2 million of the unemployed, or 15 percent, received benefits under these special tederal 
provisions. 


7. The dramatic increase in the share of this latter category in 1975 may be attributable in part to 
the extension of UI benefits, discussed above. 
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8. The form of the model is described in a footnote to Table A.2 and is the same as that used to 


examine the relationship between local and nationalemployment growth rates. See Vernezetal., 
(1977, Sec. 111). 


9. Vernez et al., (1977, Table 8.2), p. 169. 
10. The industries are referred to by their Standard Industrial Classification Code (SIC). 
employed by the Bureau of Labor Statistics. A classical cycle isa period marked by a fall in the 


level of employment followed by an increase. A growth cycle, on the other hand, is a period of 
relatively slow growth followed by a period of faster growth. 
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rage 
eD 
WHY THE FEDERAL 


GOVERNMENT CANNOT 
FIGHT RECESSION ALONE 


Washington has built several automatic stabilizers into the fiscal 
system. Unemployment insurance, welfare payments and foodstamps 
automatically increase the flow of federal dollars as economic 
conditions worsen. The progressive income tax ensures that revenues 
fall more proportionately than income. These programs are largely 
effective in dampening cycles, although they are not, and cannot be, 
targeted to meet local needs. The problem with federal countercyclical 
policy lies in its discretionary programs—temporary programs ini- 
tiated during recessions and designed to stimulate the economy. The 
federal government has tried tax cuts, tax rebates, tax credits, public 
works, public employment, and special revenue sharing grants. No set 
of programs could wipe out fluctuations completely. But these tools 
have been ill-timed, have failed to generate jobs, and have rarely 
provided aid where it is most needed: 


@ Policy Delays. The onset of a recession is not immediately 
recognized, and must be geographically widespread to be politically 
accepted. Political debate and administrative activity use up valuable 
time. Thus, policies are implemented tardily, not when they are 
needed. 

@ Displacement. Because of uncertainty over the policy, federal 
countercyclical grants to state and local governments often do little 
other than substitute federal for local funds with no increase in total 
public expenditure. 

@ Targeting. Areas differ widely in their cyclical behavior. Federal 
targeting often does not reflect these differences, and the jobs created 
by federal programs are rarely created in those areas beset by the 
greatest cyclical unemployment. 

The analysis of federal programs in this chapter is based upon our 
experience in the most recent recessions. The Local Public Works 
program (LPW) is no longer active, but might be reactivated, in some 
form, if the present recession deepens. The Comprehensive Employ- 
ment and Training Act (CETA) countercyclical programs (Titles II 
and VI) have also been substantially altered during the 1978 reauthori- 
zation. Some of the problems identified in this discussion are peculiar 
to the particular programs, but, overall, we have identified problems 147 


that are innate to any federal discretionary countercyclical program. 
The solution is to develop a state-based countercyclical strategy. 


THE TOOLS OFA Countercyclical policies, listed in Table 


COUNTER- 10, are those that attempt to increase 
CYCLICAL federal spending or reduce revenues dur- 
STRATEGY' ing recessions, and cut spending or in- 


crease revenues when the economy is 
heated. Some programs are automatic—they switch on and off with- 
out congressional debate. For example, unemployment insurance 
outlays automatically increase during recessions, and the progressive 
personal income tax guarantees that federal revenues decline more 
proportionately than income. Other programs are discretionary—a 
cut in the tax rate or a public works program. Automatic programs 
have been much larger than discretionary programs in all the postwar 
recessions. Table 11 shows that, in 1976, a recession year, automatic 


Table 10 
Federal Stabilization Programs 


Automatic 
Expenditure Increasing 
Unemployment Insurance 
Public Assistance 
Food Stamps 
Housing Assistance 


Revenue Reducing 


Income Taxes (corporate and personal) 
Payroll Taxes 


Discretionary 


Expenditure Increasing 
Public Works 
Public Employment 
Anti-Recessionary Fiscal Assistance 
Increased Federal Procurements 


Revenue Reducing 
Investment Tax Credits 
Tax Cuts 
Tax Rebates 


programs increased federal outlays by nearly $18 billion, compared 
with 1974, an expansionary year. By contrast, discretionary programs 
increased by only $12.9 billion, of which $10.7 billion was attributable 
to tax cuts. 

Automatic stabilizers are largely income redistribution programs, 
and cannot easily or equitably be fine-tuned to provide a counter- 
cyclical stimulus. Our discussion will therefore focus on discretionary 
programs. 


Increasing The countercyclical use of public works 
Expenditures During began in the 1930s. Between 1933 and 
Recessions” 1942, while the unemployment rate never 


dipped below 13 percent, the federal 

government spent $19 billion ($80 billion at today’s price level) on 
public works and public employment programs. No public programs 
since have employed as many workers as the Emergency Administra- 
tion of Public Works (PWA) and the Works Progress Administration 
(WPA) programs. PWA employed over 600,000 at its peak in 1934, 
and WPA employed over three million in 1936.3 

Despite four national recessions during the 1940s and 1950s, it was 
not until the recession in early 1960 that the first postwar counter- 
cyclical public works program (APW) was implemented, and not until 
1971 that the first postwar countercyclical public service employment 
program was created, the Public Employment Program (PEP). The 
1970-71 recession also marked the first time since World War Two that 
federal countercyclical actions provided for a combination of public 
works and public service employment programs, a strategy that was 
repeated again during the 1974-75 recession. Table 12 shows that the 
federal outlays for these programs were generally proportional to the 
amplitude of the cycles, but not sufficient to create job opportunities 
for more than 10 percent of those idled by the reduction in economic 
activity.4 

The countercyclical use of public works and public employment 
programs since World War Two has been slight because, despite the 
real achievement of the 1930s programs,> their image remains one of 
inefficient “make work” activity. Instead, we have relied more on 
monetary policy—the control of the interest rate through the rate of 
increase in the money stock to stimulate or reduce aggregate demand, 
which, we saw in Chapter 2, has been inappropriate and inflationary. 
Also, social welfare programs, including social security, unemploy- 
ment insurance and Aid to Families with Dependent Children, provide 
relief to a majority of those idled during recessions, reducing the 
pressure for job creation programs. Finally, postwar recessions have 
been short, making these slow acting programs less desirable than tax 
rebates. 

Since the 1930s, programs have moved from partial to full federal 
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financing and from centralized to decentralized administration. The 
Emergency Relief and Construction Act of 1933 provided only low 
interest loans to state and local governments. As the depression grew 
longer and deeper, the federal government assumed greater direct 
financing responsibility. The federal share increased to 50-75 percent 
under the APW program and reached 100 percent under the 1976 
Local Public Works (LPW) program. The government has always 
asssumed full financing of public service employment programs. By 
contrast, program administration has been steadily decentralized. 
Public works programs in the 1930s were controlled, coordinated and 
administered by specially created federal agencies. Under the more 
recent public works programs, legislated authority for direct federal 
construction projects was limited (APW) or nonexistent (Public 
Works Impact Program (PWIP) and LPW). Only projects sponsored 
by state and local governments were eligible. Public service 
employment programs evolved through three phases. Under WPA, 
administration was centralized, with funds used directly on federal 
projects or allocated to local governments, bypassing states. Until 
1973, public employment programs were centralized, categorical 
programs designed to serve specified subgroups of the population. 
Since 1973, CETA block grants have decentralized and decategorized 
federally sponsored employment programs. Thus, some administra- 
tive capability for a state-based countercyclical program is already in 
place. 

Eligibility has also changed. Prewar programs were restricted to 
those unemployed and on relief. Postwar public works construction 
has typically been subcontracted to private contractors subject to no 
restrictions. In contrast, all public service employment programs 
restricted program participation to those unemployed at least one 
week (PEP) and one month for CETA II and VI (later reduced to two 
weeks). In addition, these programs specify groups that receive special 
consideration for employment: veterans, the underemployed, the long 
term unemployed, welfare recipients, and members of minority 
groups. The 1978 amendments to the CETA program greatly 
improved the targeting of its countercyclical component (Title V1). 
Eligibility was limited to those from poor households, receiving 
assistance, and unemployed for 10 of the 12 previous weeks. 


Cutting Taxes Cutting taxes, providing tax credits, or 

even giving tax rebates, have been popu- 

lar weapons in Washington’s countercyclical armory. Their popularity 

is based not on their effectiveness, but on their political expediency. 
Personal income tax rates were cut in 1962 and 1975, in response to 
rising unemployment, and were raised in 1968 to cool off the war- 
heated economy. Corporate income tax rates have also been shifted 

154 for countercyclical purposes, although investment tax credits have 


proved a more popular investment stimulus. However, neither 
personal consumption nor investment expenditure have proved easy 
to manipulate countercyclically. Any response to a permanent tax cut 
takes several quarters to fully influence behavior. Consumption 
spending is determined by what households perceive to be their 
permanent income rather than their money incomeat the time (Eisner, 
1969). Transitory increases in income that a tax cut or rebate causes 
tend to be reflected in saving or dissaving. Thus the Ford Administra- 
tion’s well-publicized attempt to fight the 1974-75 recession with an 
income tax rebate led households to reduce personal indebtedness and 
had little impact on consumption (Modigliani and Stendel, 1977). 

Investment is even less tractable. Investment decisions are typically 
long term construction projects which are not sensitive to either 
corporate income tax changes or investment tax credits. The 
destabilizing exception is inventory levels (both of inputs and finished 
output). A business slowdown will lead to a run-down in inventories 
which aggravate the recession. This was a major component of the 
precipitous decline in employment in 1975. Tax changes have no effect 
on inventory decisions. Discretionary changes in the level of tax 
credits may have a perverse, destabilizing influence (Eisner, 1969). 
While Congress debates whether to increase investment tax credits in 
the face of a slowdown, business defers as much investment as possible 
to ensure that it receives the maximum credit. The result is a sharper 
slowdown. 


DELAYS IN Federal stabilization programs have been 
COUNTER- ineffective because they are undertaken 
CYCLICAL POLICY _ too late. To be effective, a countercyclical 

program must be timed correctly. Expen- 
diture must increase as soon as possible after a cyclical downturn, and 
choked-off as soon as possible after overheating starts. The record at 
the federal level has been poor. Discretionary measures have not 
actually created jobs until between two to four years from cycle 
downturn. 

Delays occur at four stages: 1) recognizing that a cyclical downturn 
has occurred; 2) passing the appropriate legislation; 3) taking the 
appropriate administrative action once the legislation has passed; and 
4) enrolling program participants. Table 13 shows the length of each of 
these lags under recent public works and public employment 
programs. 


Lag in Public The time between the beginning of a 
Initiation national recession and the introduction 

of countercyclical legislation in Congress 
has varied from 8 to 22 months for public works and from 7 to 11 
months for public service employment (Table 13).6 The Kennedy 
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Administration did not ask Congress for funds to stimulate the 
economy until February 1962, well after the trough of the 1960 
recession.’ Congressional public works action was not initiated until 
three months after the trough of the 1970-71 recession(PWIP); action 
coincided with the trough of the 1974-75 recession(LPW ]), but still 19 
months after the downturn. 

A large part of the delay arises because of the political difficulty in 
admitting that a recession is imminent. A new Administration 
generally has a mandate to stimulate the economy. After two or three 
years in power, it is difficult to admit that the economy is turning sour. 
Congress can rarely admit to a recession without admitting that past 
policies have been incorrect although a political scapegoat (such as 
OPEC) makes facing up to the statistics somewhat easier. Another 
reason for the delay is the difficulty encountered in anticipating the 
duration and severity of a predicted recession. Although we are now 
able to predict recessions with somewhat greater confidence, we are 
still unable to distinguish between a mild “pause” requiring little 
federal action and a sharp recession requiring special programs. Given 
present forecasting capabilities, some delay in the initiation of 
countercyclical policy action is unavoidable, making it imperative that 
legislative action not be delayed. The delay in initiation is likely to be 
less at the state level because the geographic area involved is smaller. 
While Congress waits for the whole nation to experience a recession, a 
state government can respond to local indicators. The imprecision of 
currently available state and local data may lead to some “false starts” 
under a state based program, but the development of better data over 
time (which a state based countercyclical strategy may hasten) should 
help to overcome this. 


Legislative Lag The lag between the initiation of policy 

action in Congress and final enactment 
has varied between six and fourteen months for public works pro- 
grams, and between four and eight months for public service 
employment (Table 13). Delays have been even longer for tax rebate 
legislation: the Revenue Act of 1962 was delayed in Congress for 18 
months, and the Revenue Act of 1964 for 13 months (Portney, 1976). 
The former provided a 7 percent investment tax credit for depreciable 
machinery and other equipment; the latter, reductions in both 
personal and corporate income tax rates. Delays occur whether or not 
the program has executive support. 

The legislative lag could be shortened. Portney (1976) suggested a 
resolution settling in advance controversial program distributional 
provisions. Congress might be able to act more promptly on proposed 
public works, public service employment, or tax rebate if it had 
already settled how program funds would be allocated among areas, 
projects, and so on, perhaps based on local indicators of counter- 
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cyclical need. The political problems involved in determining an 
equitable and efficient allocation formula in Congress cannot be 
overestimated (see below). That is why the state stabilization fund 
approach, outlined in the following chapter, advocates that federal 
funds be allocated as matching grants. 

Bakke (1972) suggested three ways in which a countercyclical 
program could ensure a timely release of funds: 


@ The funds could become available automatically when economic 
indicators reached certain specified values, subject to legislative review 
and veto. 

@ The funds could become available automatically when economic 
indicators reached certain specified values, unconditionally. 

@ The executive could be granted full discretionary authority to use 
the funds under legislatively defined conditions. 


The second option is the most likely to result in timely policy action. 
The “trigger” approach has been a proposed component of most 
proposed public service employment since the 1960s, but was actually 
enacted only once—under the Emergency Employment Act of 1971. 
The Anti-Recessionary Revenue Sharing program has also tied the 
level of outlays to national economic indicators. Triggering is 
attractive because the size of the program can be related directly to the 
level of unemployment by specifying the release of additional funds as 
the rate of unemployment increases. This principle is employed in 
determining expenditures from the state stabilizing fund outlined in 
Chapter 6. Defining the appropriate trigger mechanism raises a 
number of issues. 

First, can we expect Congress (or the state legislature) to set aside 
funds until specified conditions are met during expansionary periods 
when programs that may need additional funds are being cut back in 
pursuit of budget cutting and inflation fighting? The political 
difficulties, while great, are not insuperable. As we shall see in the 
following chapter, Michigan has set up a stabilization fund which sets 
aside resources for countercyclical purposes, and Alaska has set upa 
“permanent fund” for its oil revenues. 

Second, what economic indicator or set of indicators should trigger 
the release of countercyclical funds? The rate of unemployment is 
often proposed. But the national unemployment rate ignores 
variations among areas, sectors and labor groups. Other triggers 
include duration of unemployment, level of unemployment, or 
number of layoffs. Public works and public service employment 
countercyclical programs target on different triggers. A state program 
employing separate indicators for each expenditure component could 
be much more sensitive to local needs (see following Chapter). 

Finally, it is necessary to choose a time period over which the 


indicator will have the specified value—a month, quarter, or year. 
Title Il of CETA used an absolute level for allocation of funds among 
prime sponsors’ areas—a 6.5 percent rate of unemployment for three 
consecutive months. The countercyclical component of CETA under 
the reauthorized legislation (Title V1) triggers funds based upon the 
national unemployment rate, and allocates funds based on the local 
unemployment rate. The change-in-indicator approach was proposed 
in 1962 by President Kennedy, when he asked for standby authority to 
commit funds for public works when the seasonally adjusted 
unemployment rates had risen by at least | percent during the period, 
three out of four (or four out of six) consecutive months. These design 
issues are addressed below in the discussion of a state-based program. 
The selection of indicators and the degree to which an allocation 
formula can be designed to meet local needs is, of course, limited by the 
availability and quality of data. 


Lags in Administrative Both types of lags have been generally 
Action and in shorter for public service employment 
Enrolling Participants than for public works programs (see 
Table 13). Administrative action reflects 
the time required after legislative enactment to: 1) draw up regulations 
by the appropriate federal implementing agency; 2) prepare project 
applications; 3) process and review project applications; and 4) 
allocate funds among sponsoring agencies. The lag in program 
outlays, or external lag, reflects the time required for the allocated 
funds to be actually spent, 1.e., for jobs to be created and filled. 

Public Service Employment. The administrative lag for a public 
service program employing about 250,000 people may be as low as one 
month and the delay between outlaying funds and actually creating 
jobs may be about six months. The administrative lag depends on the 
allocation rules, and the external lag depends on the fiscal situation of 
state and local governments, eligibility restrictions, the size of the 
program, and the political pressure for rapid job creation. 

Public Works. The administrative lag for a public works program 
can be as longas five months, and the lag until at least half the total on- 
site jobs are created has averaged 12 months. The length of the 
administrative lag has depended on administrative requirements and 
allocation procedures. Under the APW program, less than one month 
elapsed until the first project was approved, while four and five months 
elapsed under the PWIP and LPW programs, respectively. Two 
factors appear to account for the faster allocation under APW. First, 
coordination for the APW program was entrusted to the Area Rede- 
velopment Administration (ARA) in the Department of Commerce, 
created especially to carry out the Area Redevelopment Act of May 
1961. Individual projects were filed and processed by federal agencies 
with primary operating responsibilities, and the ARA acted as the 159 


coordinating unit stressing speed of implementation. In contrast, the 
PWIP and LPW were implemented by the Economic Development 
Administration (EDA) in addition to its regular activities, using 
guidelines developed by the EDA in Washington, D.C., but with EDA 
regional offices responsible for field implementation. 

The second and perhaps more important factor was the procedure 
adopted for the allocation of funds. APW funds were allocated as 
applications came in, ona project-by-project basis, rather than under 
the “once-and-for-all” procedure used under PWIP and LPW I. 

Jobs were created with about equal speed under the APW, PWIP, 
and LPW I programs. 40 to 50 percent of total funds were distributed 
in four quarters. This delay in distribution includes the time to start up 
construction. Because most PWIP projects were approved at the same 
time and APW projects were approved one at a time, this is 
unexpected. It may reflect a shorter average time lag between approval 
and start of construction under APW than the 114 days averaged 
under PWIP (Sulvetta and Thompson, 1975, p. 272). Most projects 
under APW and PWIP were completed two years after initial 
allocation. Under PWIP, the average time from start of construction 
to completion was 308 days. 

The result of these lags is a tendency for federal grants to state and 
local governments to behave procyclically (ACIR, July 1978). 


SUBSTITUTION The ability of the federal government to 
AND stimulate economic activity by increasing 
DISPLACEMENT public sector expenditures during a reces- 


sion is impeded by substitution—the 

crowding out of private sector investment by federal borrowing to 
finance countercyclical spending—and by displacement—reductions 
in state and local financing in response to federal grants. Both 
substitution and displacement mean that a job created by federally 
financed programs does not represent a net increase of one job in the 
economy, since private sector and local public sector employment is 
reduced. Substitution is probably not a major problem—most studies 
suggest that federal borrowing of $20 will only reduce private spending 
by $1 or $2 (Hendershott, 1975). Displacement is a major obstacle to 
the implementation of federal programs that are channeled through 
state and local governments, such as CETA and LPW. Total public 
sector spending increases by much less than the value of the federal 
grant. Estimates of displacement suggest that displacement within one 
quarter of receiving federal funds is between zero and 30 percent and 
may approach one hundred percent after two years.® State and local 
governments are not “guilty” for creating the problem of displace- 
ment. The problem is that no regular countercyclical program has 
been set up. When the federal government at last reacts to a recession 
160 and hastily allocates funds for public works or public employment, 


there is little that can be done at the state or local level within the 
federal time constraints other than undertake projects that were 
already on the drawing board, or hire employees for slots that already 
existed. This means that there is little increase in public capital 
expenditures, nor are the expenditures retimed from expansionary 
years to recession periods. A state stabilization fund strategy described 
in the next chapter would not involve any increase in spending; rather 
it would retime spending to increase during recessions. 

The countercyclical Local Public Works(LPW) programs probably 
suffered from close to a 100 percent displacement rate, that is, it had 
little impact on state-local construction expenditure (Gramlich, 1978). 
From the first quarter of 1976 to the first quarter of 1977, total state 
and local construction expenditures fell by $7.7 billion in current 
dollars. At the same time, federal capital grants for highways and 
sewers rose by over a billion dollars, real income grew by 4.5 percent, 
and state and local bond rates fell by almost | full percentage point. 
This apparently puzzling decline of 27 percent in real terms can be 
blamed on the passage of the Local Public Works Act in August 1976, 
after nearly a year of protracted deliberation in Congress. Local 
officials had ample notice of forthcoming federal funds and an 
incentive to delay their own construction in the hope that the federal 
government would pay for some of their projects, although, until 
regulations were issued and the allocation formula determined, they 
did not know which projects. The Economic Development Admin- 
istration received $22 billion worth of applications for the initial $2 
billion allocation. Many projects would have been built regardless. 
Rather than stimulating the economy, LPW actually delayed the 
economic recovery during late 1976 and early 1977. 


TARGETING The third reason why federal counter- 
FEDERAL cyclical programs have failed is that they 
COUNTER- have not been targeted in a way that 
CYCLICAL reflects local cyclical behavior. This 
ASSISTANCE failure arises from three factors: 


@ There is a wide variation in cyclical behavior among states, and even 
among areas within a state. Since federal countercyclical programs are 
triggered by national indicators, aid is often inappropriately timed for 
local cyclical problems. 

@ The process of creating a congressional consensus leads to 
allocation formulas that do not reflect local needs. 

@ Many of the jobs created by the spending of funds in a given area 
spill over across geographical boundaries and, therefore, do not help 
the targeted local economy. 
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State-Local Variations Appendix A analyzes variations in cycli- 
in Cyclical Behavior cal behavior among states and labor 

market areas (LMAs). LMAs corres- 
pond to standard metropolitan statistical areas in most states. Table 14 
summarizes the relative performances of states and LMAs in each 
census region, with respect to four characteristics of local cyclical be- 
havior. However, these general regional tendencies in cyclical 
performance mask very different patterns from cycle to cycle. Since it 
is difficult to predict which states will be affected most acutely by a 
recession, states must plan for several contingencies. For the most 
part, the regional characteristics as defined by states and by LMAsare 
similar. They differ markedly in some cases: in the New England, 
South Atlantic, and East-South Central regions, states indicate close 
or very close conformity of their economic performance with that of 
the nation as a whole; and LMAs indicate low conformity, high 
responsiveness to changes in national growth, and very low 
employment growth rates. The Mountain region is the reverse; it leads 
the nation and exhibits very low conformity and responsiveness and 
high secular growth trends. Other regions are not as easy to 
characterize. The West-North Central and West-South Central are 
mixed. The mixed pattern in the West-North Central region is due toa 
clearly defined North-South division. The eastern part corresponds 
closely to the East-North Central regions, and the western states 
correspond to the Mountain region. The Pacific region is also divided 
into two distinct areas. LMAs in the northwestern portion exhibit high 
responsiveness combined with low growth; LMAs in the southwestern 
portion exhibit low responsiveness and high growth. 


Targeting Through Because of the necessity of achieving a 
Grant Allocation political consensus in federal grants pro- 
Formulas grams, allocation formulas rarely target 


funds where they are needed. All areas 
want a piece of the action. The result is a tendency for small areas, and 
areas not severely impacted by a recession, to receive a dispro- 
portionately large share of acountercyclical grants program. The same 
tendency will exist at the state level. For this reason, the structure of 
the state stabilization fund outlined in Chapter 6 encourages a 
matching fund approach so that only those areas which had 
committed resources to the fund would receive expenditures. Non- 
cyclical areas would probably not regard the contributions as 
worthwhile. 

The Antirecessionary Fiscal Assistance (ARFA) program has 
proved the most effectively targeted of federal programs. Table 15 
shows the state and local share (by state) of ARFA allocations, and 
provides an estimate for each state of the state-local share of total 
state-local revenue loss. The estimates are based on the responsiveness 
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Table 15 
Proportional Revenue Losses From GAO Simulated Recession and 
Antirecession Fiscal Assistance, By State 
Revenue Loss—GAO Simulated Recession 


Percentage of Total 


Proportion ARFA Disbursed 
of Total Through the Sixth 
States Millions Loss Quarter! 
U.S., Total $2,531.4 100.00 100.00 
Alabama 29.5 1.16 1.09 
Alaska 7.8 0.31 0.42 
Arizona 18.4 0.73 1.26 
Arkansas 16.5 0.65 0.78 
California 351.2 13.87 13.14 
Colorado 32.8 1.30 0.78 
Connecticut 43.8 1.73 2.09 
Delaware (i// 0.26 0.50 
D.C. — — 0.55 
Florida 69.0 23 4.89 
Georgia 58.0 2.29 2.10 
Hawaii 22.1 0.87 0.62 
Idaho 5.9 0.23 0.46 
Illinois 118.0 4.66 3.68 
Indiana 59.3 2.34 1.59 
Iowa MSP) 0.99 0.53 
Kansas Adj\3| 0.83 0.48 
Kentucky 40.9 1.62 0.98 
Louisiana 30.3 1.20 1.30 
Maine 8.8 0.35 0.70 
Maryland 60.6 2.39 37 
Massachusetts 105.0 4.15 3.70 
Michigan 134.0 5.29 6.12 
Minnesota 73.5 2.90 1.19 
Mississippi 25.6 1.01 0.76 
Missouri 48.3 1.91 1.28 
Montana 3.9 0.15 0.48 
Nebraska 12.1 0.48 0.42 
Nevada 6.7 0.26 0.52 
New Hampshire 5.4 0.21 0.47 
New Jersey 62.7 2.48 5.30 
New Mexico 6.5 0.26 0.66 
New York 309.4 12.22 12.74 
North Carolina 62.8 2.48 1.63 
North Dakota == a 0.38 
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Table 15 continued 


Revenue Loss—GAO Simulated Recession 
Percentage of Total 


Proportion ARFA Disbursed 
of Total Through the Sixth 
States Millions Loss Quarter! 
Ohio 112.0 4.42 4.58 
Oklahoma 22a 0.90 0.76 
Oregon Pipye) 0.93 -5)7/ 
Pennsylvania 144.6 5.71 5.40 
Rhode Island 11.3 0.45 0.69 
South Carolina 32.4 1.28 0.98 
South Dakota 1.3 0.05 0.33 
Tennessee 35.1 1.39 NY 
Texas 62.0 2.45 2.83 
Utah 16.2 0.64 0.52 
Vermont 6.1 0.24 0.47 
Virginia 58.0 2.29 1.30 
Washington 32.5 1.28 1.98 
West Virginia 14.6 0.58 0.76 
Wisconsin 13S 2.90 1.34 
Wyoming 4.0 0.16 0.33 


1. The sixth ARFA quarter ended December 31, 1978. 


SOURCE: Advisory Commission on Intergovernmental Relations, State-Local Finances in 
Recession and Inflation, A-70, Washington, D.C., May 1979 


of the state-local tax base to a simulated recession—a fair comparison 
since ARFA is aimed at maintaining state and local public services. At 
one extreme, Florida experienced an estimated 2.73 percent of the 
total state-local revenue loss, but received nearly 5 percent of ARFA 
allocations. At the other extreme, Wisconsin experienced nearly 3 
percent of the revenue loss but received only 1.34 percent of 
allocations. 

Table 16 compares the allocation of funds by state for the three most 
recent countercyclical public works programs—Public Works Impact 
Program and Local Public Works Program, Rounds I and I]—with 
the number of cyclically unemployed? to determine how well the 
distribution matched cyclical unemployment problems, and with the 
total number of employed to determine how well the distribution 
matched local aggregate unemployment problems. 

| There are considerable variations among states in the dollars 

allocated per unemployed. Under the PWIP program, $62 were 

allocated per cyclically unemployed person nationally, and $13 per 
unemployed person. The corresponding allocations of LPW I 165 
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Table 16 


Allocation of Public Works Funds Per Cyclically Unemployed 
and Unemployed Person, By State, 1972 and 1976 


Region' and State 

Region I 
Connecticut 
Maine 
Massachusetts 
New Hampshire 
Rhode Island 
Vermont 

Region IIS 
New Jersey 
New York 


Region III 
Delaware 
Maryland 
Pennsylvania 
Virginia 
West Virginia 
D.C. 

Region IV 
Alabama 
Florida 
Georgia 
Kentucky 
Mississippi 
North Carolina 
South Carolina 
Tennessee 

Region V 
Illinois 
Indiana 
Michigan 
Minnesota 
Ohio 
Wisconsin 

Region IV 
Arkansas 
Louisiana 
New Mexico 
Oklahoma 
Texas 


Region VII 
lowa 
Kansas 
Missouri 
Nebraska 


Project cost 


PWIP 


Project cost 


Obligations 


LPWI 


Obligations 


LPW Il 


Allocation 


Allocation 


per cyclically perunemployed per cyclically perunemployed per cyclically per unemplo} 


unemployed person, 
person? 197}3 
39 16 
87 16 
67 24 
115 47 
30 1] 
32 5 
46 U 
I] 6 
82 33 
5) 15 
28 15 
5 12 
5 58 
5 28 
353 29 
$ 10 
$ 15 
$ 7g} 
$ 33 
$ 8 
$ 42 
302 36 
1] $ 
7 $ 
26 12 
25 $ 
12 $ 
49 22 
$ 55) 
73 14 
$ 37 
108 19 
$ 1] 
14 3 
13 7 
2 17 
$ 6 


unemployed person, 
person? 19763 
676 356 
507 227 
1049 153 
887 394 
668 246 
1188 435 
577 306 
719 296 
618 434 
843 149 
473 184 
489 149 
771 202 
5) 369 
391 145 
S15 66 
281 123 
603 140 
296 143 
301 122 
208 105 
380 159 
330 155 
151 109 
fis 282 
290 159 
385 146 
619 147 
245 136 
1241 215 
$ 300 
$ 230 
1115 171 
735 153 
387 193 
275 128 
$ 256 


unemployed 


person? 


1120 
1503 
2672 
2727 
1314 
3750 


1262 
1548 


1878 

1637 

1031 

879 

2308 
5 


696 
670 
661 
1154 
911 
489 
458 
464 


463 
266 
1048 
529 
1274 
995 


714 
1733 
$ 
$ 
1825 


1875 

1164 

523 
$ 


person 
19763 


580 
716 
508 
1200 
901 
1579 


633 
622 


1307 
307 
449 
297 
588 
400 


334 
501 
428 
370 
514 
286 
348 
278 


270 
270 
572 
Pfs) 
425 
285 


484 
343 
957 
784 
287 


566 
658 
275 
1272 


Region VIII 


Colorado $ 20 440 198 1092 431 
Montana $ 54 $ 376 $ 1649 
North Dakota na 20 na 700 na na 
South Dakota $ 68 1495 738 4971 3163 
Wyoming $ 102 4968 1263 15,000 4286 
Utah 76 11 1771 269 5047 1044 
Region IX 
Arizona $ 14 412 145 2532 671 
California Oi 6 1589 269 3057 540 
Hawaii 6 6 a 375 na 711 
Nevada $ 10 $ 348 $ 1169 
_ Region X 
Alaska na 54 na 464 na 3507 
Idaho $ 24 $ 379 $ 1456 
Oregon 64 15 1176 275 2269 556 
Washington DD, 11 4628 284 6802 578 
National mean 62 13 740 223 2381 1799 
| Mean for states 66.3 22.6 869.0 274.5 2008 857 
_ Standard dev. 
| for states 82.6 19.7 982.1 204.2 2497 865 
| Ratio standard 
dev. to mean 1.23 0.87 1.13 0.74 1.24 1.01 


NOTES: na means data unavailable on state absolute amplitude; $ means state skipped cycle. 












_1. Regions correspond to CETA region definitions. 


2. Total project cost (PWIP) or obligations (LPWP) divided by the number of cyclically unemployed. 
| Cyclically unemployed defined by absolute amplitude of employment cycle, 1970-1971 for PWIP, 1974- 
| 1975 for LPWP, from Vernez et al. (1977), Table C.5. 


‘3. Total project cost (PWIP) or obligations (LPWP) divided by the number of unemployed, defined as 
‘the annual average level of unemployment for each state (ETRP, 1976). 


4. Weighted by the state’s share of total national cyclical unemployment or by state’s share of total national 
unemployment. 


5“ Excludes Puerto Rico. 
|6. Hawaii received no PWIP funds. 


'SOURCE: Georges Vernez and Roger Vaughan, Assessment of Countercyclical Public Works and Public 
Service Employment Programs, R-2214-EDA, The Rand Corporation, September 1978, p. 74. 








obligations are $740 per cyclically unemployed and $223 per 
unemployed, and for LPW II, $2381 and $1799. The range among 
states is considerable—Hawaii received no PWIP allocations, while 
Alabama received $353 per cyclically unemployed. Wyoming received 
$1263 per unemployed person under LPW I and $4286 under LPW II, 
while Florida received only $66 and $501, respectively. The allocation 
among States is more equal withrespect tototalunemployedthanwith 167 


respect to cyclically unemployed for PWIP and both rounds of the 
LPW program. 

PWIP projects were concentrated in small towns and rural areas. 
Towns with populations of less than 25,000 and rural areas received 
over 60 percent of total funds allocated while containing less than 48 
percent of the population. By contrast, large cities with populations in 
excess of 100,000, where nearly 28 percent of the nation’s population 
lives, received only 12 percent of the funds. 

The Local Public Works program was much more heavily 
concentrated in larger areas; these areas with populations in excess of 
100,000 received 30.3 percent of the allocations under LP W I and 35.4 
percent under LPW II. By contrast, areas with populations less than 
25,000 received only 40.7 percent of LPW | funds and 32.8 percent of 
LPW II funds. 

Table 17 shows the allocation of countercyclical funds by state per 
cyclically unemployed and per unemployed worker for public service 
employment programs (CETA II and VI). These data show 
considerable variation in funds per unemployed among states. Not 
surprisingly, because total rather than cyclical unemployment was 
used in the fund distribution formula, inequalities are greater per 
cyclically unemployed worker than per unemployed worker. 

Average allocations per cyclically unemployed person were $454 
under CETA II and $960 under CETA VI in 1975-1976. Correspond- 
ing allocations per unemployed person were $137 and $289, 
respectively. The variation among states was large—and larger per 
cyclically unemployed person than per unemployed person. For 
example, the state of Washington received $3640 under CETA II per 
cyclically unemployed person, while Wyoming received only $48. 


Targeting of Program impacts can be targeted less 
Program Impacts effectively than program allocations. Not 
all jobs resulting from a countercyclical 

public works program are created where the funds are spent. Some 

supplies and some labor will be provided by other regions. Spillovers 
will be small for public service employment programs since vacancies 
will be filled from the locally unemployed. Spillovers from public 
works projects will depend on the extent to which special skills 
required for the project are available in the local labor force. The 
greater the reliance on highly skilled workers, the more likely some of 
the labor will have to be imported from outside the region. The lower 
the unemployment rate in the local construction industry, the more 
jobs will be filled by those from outside the area. The probability of 
local bottlenecks in available skilled labor has been aggravated by the 
allocation of public works grants according to aggregate unemploy- 
ment rates. Public works expenditures must be determined by 

168 unemployment rates in the construction sector. 


Unemployed and Unemployed Person, by State, 1975 and 1976 


Region and State! 

Region I 
Connecticut 
Maine 
Massachuetts 
New Hampshire 
Rhode Island 
Vermont 


Region II 
New Jersey 
New York 


Region IIT 
Delaware 
Maryland 
Pennsylvania 
Virginia 
West Virginia 


Washington, D.C. 


Region IV 
Alabama 
Florida 
Georgia 
Kentucky 
Mississippi 
North Carolina 
South Carolina 
Tennessee 

Region V 
Illinois 
Indiana 
Michigan 
Minnesota 
Ohio 
Wisconsin 

Region VI 
Arkansas 
Louisiana 
New Mexico 
Oklahoma 
Texas 


Region VII 
lowa 
Kansas 
Missouri 
Nebraska 


Table 17 
Allocation of CETA Title II and Title VI Funds for Cyclically 


CETA Title Il 


Allocations? 
per Cyclically 
Unemployed} 


257 
390 
1154 
164 
347 
587 


339 
388 


165 
361 
270 
207 
527 


150 
1345 


412 


159 
52 
132 


Allocations? 


per 
Unemployed person* 


135 
174 
167 

73 
127 
239 


180 
160 


115 
63 
104 
63 
137 
278 


CETA Title VI 


Allocations? 
per Cyclically 
Unemployed} 


547 
692 
2063 
568 
787 
887 


1127 


515 
2277 


1368 


775 
306 
493 


Allocations? 


per 
Unemployed 


288 


284 
209 
270 
227 
337 
413 


229 
252 
273 
232 
220 


263 
225 


210 
301 
331 
369 
263 
269 


285 
395 
390 
187 
210 


162 
152 
230 
220 


169 


170 


Region VIII 


Colorado 119 54 446 201 

Montana $ 251 $ 430 

North Dakota NA 322 NA 374 

South Dakota 98 49 429 211 

Utah 946 144 1743 264 

Wyoming 48 12 719 183 
Region IX 

Arizona 309 109 819 289 

California 1206 204 2139 362 

Hawaii NA 368 NA 520 

Nevada $ 185 $ 348 
Region X 

Alaska NA 308 NA 445 

Idaho $ 127 $ 312 

Oregon 391 91 1282 300 

Washington 3640 223 6668 409 
National Mean 454 137 960 289 
Weighted Standard 

Deviation for State 598 132.8 985 290 
Standard Deviation 

for States 598 84.6 1029 78.1 
Ratio of Standard 
Deviation to Mean 1.37 0.64 1.04 0.27 


NOTES: NA means data not available on state absolute amplitude; $ means state skipped cycle. 
1. Regions correspond to CETA region definitions. 
2. Allocations combine FY 1975 and FY 1976. 


3. Total allocations divided by the number of cyclically unemployed. Cyclically unemployed defined 
by absolute amplitude of employment cycle, 1974 to 1975, derived from Vernez et al. (1977). Table 
C.5, Appendix C. 


4. Total allocations divided by the number of unemployed, defined as the annual average level of 
unemployment for each state (Employment and Training Program of the President, 1976). 


SOURCE: Georges Vernez and Roger Vaughan, Assessment of Countercyclical Public Works and 
Public Service Employment Programs, R-2214-EDA, The Rand Corporation, Septem- 
ber 1978, p. 72. 


The demand for materials will be felt in those areas with industries 
producing construction supplies. The distribution of these demands is 
difficult to anticipate. Some measure of the degree of these spillover 
effects can be gained from the employment multipliers estimated by 
Vernez et al. (1977). While they estimated that 0.2 jobs would be 
created within a labor market area for each on-site job created, three 
jobs would be created in the nation as a whole. Contrary to widely 
accepted belief, the ability of public works to serve local cyclical needs 
may be limited. To some extent, these jobs will be created in highly 
cyclical supplying industries, which tend to be concentrated in the 
Northeast and North-Central regions. Thus, although large industrial 
areas have tended to receive a relatively small allocation of funds per 
unemployed person, they may benefit from the creation of indirect and 
induced jobs as the projects are carried out in other areas. 

The geographic distribution of the impacts of non-targeted pro- 
grams—such as tax cuts and investment tax credits—is often perverse. 
Cutting income tax rates will raise disposable income in relatively 
affluent areas which tend to be less prone to high amplitude cycles. It 
also increases the inequity of income distribution by providing the 
greatest benefit to those households who are the least harmed by a 
recession. Similarly, investment tax credits provide the greatest boost 
to firms in those areas that are growing, and relatively little assistance 
to slow growing firms, the very companies most prone to cyclical 
decline. 


POLICY States can learn a great deal from federal 

IMPLICATIONS attempts to combat recession—lessons 
that can be applied to the design and im- 

plementation of a state-based countercyclical program. 

The first, and most obvious, lesson is that states cannot expect much 
improvement from Washington. Displacement, delays and _ill- 
targeting cannot easily be improved by fine tuning. Can a state-based 
program avoid these problems that have rendered federal efforts so 
ineffective? The answer is yes, providing the state-based program is 
designed correctly. 


Displacement Displacement can be avoided in a state- 

based program by setting up a permanent 
countercyclical program that identifies in advance specific projects 
and activities that will be undertaken when the local economy slows 
down. The problem of displacement in federal programs is that it leads 
to little increase in spending during a recession. If specific projects are 
identified in advance by state governments, then there is still 
displacement over time, but there is an increase in public spending 
when it is needed, during a recession. The purpose is not to increase 
aggregate spending over the course of the cycle, but rather to shift 
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expenditure from good to lean years. An ongoing stabilization 
program—which federal efforts are not—would reduce displacement, 
and specific project identification in advance would eliminate it. 


Timing Nothing can be done to avoid delays in 

recognizing a recession, although they 
will be shorter at the state level than at the national level because at the 
state level there is less of an aggregation problem than at the national 
level. A “lead” state will have experienced unambiguous indications of 
a recession long before the nation as a whole. 

To avoid local legislative delays, the program should be designed to 
function as automatically as possible. The countercyclical fund 
proposed in the following chapter should undertake expenditures 
automatically when target economic indicators cross threshold levels. 

To avoid administrative delays, states should work with local 
governments to ensure that there are suitable countercyclical projects 
“on the shelf,” ready for immediate implementation during a 
recession. Planning for a public works or training project takes time. It 
must be coordinated with local economic development strategies, 
must meet environmental and affirmative action requirements, and 
acquire the necessary zoning actions and other regulatory permits in 
advance. And, it must be designed to maximize job creation impacts. 


Targeting Many of the problems of targeting will 

exist at the state level as they do at the 
federal level. The political machinations necessary to achieve con- 
sensus can just as easily lead to ineffective and inequitable allocation 
formulas. A state-based program will only be successful if it is designed 
and operated with the full cooperation of, and contributions from, 
local jurisdictions. We believe that by encouraging localities to buy 
into the stabilization fund, thus providing some measure of local 
control over allocations, and by allowing local participation in the 
program design and implementation process, the allocation mech- 
anism can perform well. However, federal “strings” may be necessary 
to ensure an equitable allocation of funds among jurisdictions and to 
ensure that the programs reach out effectively to those really in need. 


Footnotes to Chapter 5 

1. This discussion of timing, displacement and targeting is based on Georges Vernez and Roger J. 
Vaughan, Assessment of Countercyclical Public Works and Public Employment Programs, R- 
2214-EDA, The Rand Corporation, September 1978. 

2. A number of detailed historical accounts of countercyclical public works and public service 
employment programs are available: see Tobin (1975); Briscoe (1972); and Manpower Report of 


the President (1975). 


3. At a time when there were nearly 9 million workers unemployed. 


4. Determining the appropriate size of these programs relative to the numbers of unemployed isa 
key issue. Today, unemployment insurance and welfare payments provide some relief for the 
cyclically unemployed, as does the high relative wage in cyclically volatile industries. This allows 
greater emphasis to be placed on the productivity of jobs created under countercyclical 
programs. 


5. Under the WPA program alone, 651,000 miles of road, 16,000 miles of water and sewer 
systems, 85,000 public buildings, 2,877 utility plants, 3,085 playgrounds and athletic fields were 
built (Briscoe, 1972). 


6. The longer delay on public works programs may be because they are regarded as the least 
desirable approach to countercyclical job creation. 


7. This proposal resulted in the Public Works Acceleration Act of 1962. It was signed by the 
president in September 1962, authorizing an appropriation of $900 million. 


8. See Fechter, 1974; Gramlich and Galper, 1973; Johnson and Tomola, 1975 and 1976; Manvel 
and Calkins, 1975; and National Planning Association, 1974. 


9. Measured as the net number of jobs lost between the cycle peak and the following recession. 
This is an imperfect measure at best, but may reflect local cyclical (as opposed to secular) 
problems more accurately than does the aggregate number of unemployed. 
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HOW STATES 
CAN FIGHT RECESSION 


A state’s own economic stabilization strategy is certain to be more 
effective than federal efforts in softening the blows of recessions. It will 
not wipe out recessions; indeed, it will only make a modest dent in the 
economic problems that a recession causes. But it will lead to a more 
rational deployment of countercyclical resources and provide more 
targeted assistance to those affected by an economic slowdown. The 
preceding chapters have provided some indication of what such a 
strategy would look like. This chapter spells it out in more detail. The 
first step is to set up a stabilization fund—following the Michigan 
model—which is built up during periods of relatively rapid growth and 
spent during recessions.! The fund would be used to finance three types 
of countercyclical programs: public works, public employment and 
training, and intrastate antirecessionary fiscal assistance. These 
programs would function automatically, subject to legislative review, 
with funds released when local economic indicators crossed pre- 
determined thresholds. Each program would be keyed to a different 
indicator since each program is addressing a different countercyclical 
goal. But this is not the full extent of a countercyclical strategy. There 
are other measures, including tax reform, long term economic 
development financing, and regulatory review, that can help reduce 
local cyclical volatility. 

The stabilization fund offers state governments many advantages: 


@ /t requires no increase in state and local spending. Through the fund, 
state and local spending is retimed and redistributed more evenly over 
the course of the cycle. Public works are concentrated in times of slack 
demand for construction activity, and the high level of transfer 
payments that a recession entails are paid for, in part, during boom 
years. Expenditures, therefore, reflect average revenues over the cycle 
rather than the present year-to-year budgeting which has led to sucha 
switchback in public spending. 
@ /t maintains the integrity of appropriations during recessions. All 
too often, recession-induced shortfalls in revenue necessitate the 
cutting back (or even the cutting out) of programs for which the 
legislature has appropriated funds. The stabilization fund avoids the 
need for such wasteful surgery. 
@ Jt reduces the temptation during good years to expand public 
174 programs beyond a sustainable level or to temporarily cut taxes. 


Surging revenues during economic booms, when social services are at 
a low level, often encourage the expansion of existing programs or the 
addition of new programs that would not be undertaken if the budget 
constraint were tighter. A state surplus frequently leads to political 
pressure to cut taxes. From the perspective of the overall cycle, these 
surpluses are not “real.” They are matched by potential deficits during 
slumps. The stabilization fund avoids the appearance of such 
surpluses. 

B /t may actually reduce spending in the long run. By encouraging a 
longer term approach to budgeting, reducing the full impact of 
recessions, and retiming capital expenditures, the fund may actually 
help reduce state and local expenditures. 


The concept of the stabilization fund can be extended beyond the 
goal of fighting cyclical downturns. States can design a fund to avoid 
long term problems such as the decline in revenues from severance 
taxes or depletable natural resources. The State of Alaska is currently 
designing a permanent fund into which oil revenues will be deposited. 
If invested profitably, the annual interest from the funds investments 
will provide a permanent source of revenues from which to meet 
Operating expenses. Any state with substantial revenues from 
severance taxes should take similar steps to avoid the catastrophic 
adjustment problems that will otherwise occur when these resources 
are exhausted. 

We must stress that the recommendations made in this chapter are 
exploratory and intended for guidance only. States have widely 
varying economies and must design their funds to suit local conditions. 
Research, thought, imagination and experience will improve the 
design of stabilization funds. 


A STATE To finance the necessary countercyclical 
STABILIZATION programs, and to reduce excessive growth 
FUND in spending during periods of rapid 


expansion and inflation, states must set 
up stabilization funds. Contributions would be accumulated while the 
economy—and state and local revenues—grows at above average 
rates, and would be withdrawn and spent when growth—and 
revenues—falter. The fund would not necessarily be reduced to zero 
during every recession. Some recessions are deeper than others. By 
maintaining some reserve during a shallow decline, the fund would be 
larger when a deep recession threatens. 

Setting up such a fund is essential. States will not set aside surpluses 
for a rainy day without a special program. The natural tendency to run 
surpluses during good years generates political pressure to either cut 
taxes or start new programs, leaving little fiscal flexibility to face the 
ensuing recession. While the taxpayers’ revolt maintains a head of 175 
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steam, this pressure is unlikely to abate. In 1979, as the nation’s 
economy neared recession, many states undertook wholesale tax 
reductions. Property taxes were reduced in 22 states, assessments 
curbed in four; personal income taxes were cut in 18 states, and sales 
taxes in 15. The principal beneficiaries of these tax cuts will be the 
relatively affluent. The equity and efficiency of the state-local tax 
system have been reduced, and as the recession makes inroads into 
revenues, these same states will demand federal assistance. In fact, the 
basic lesson from the discussion in this book is that the surplus is not 
really a surplus at all. The gap between spending and revenues should 
not be judged ona year to year basis but over the full cycle. Enough of 
the expansion years’ bonuses should be set aside to allow for the 
continued operation of state and local services and to fight recession 
during the bad years. 

We propose a stabilization fund with four sources of contributions: 


@ Federal Matching Funds. \nstead of current countercyclical 
programs (LPW, ARFA, and fluctuating CETA VI appropriations) 
federal grants should be made to stabilization funds of $3-$4 billion 
annually (at a minimum), allocating according to each state’s own 
contribution, with allowance for local fiscal conditions. 

@ State Tax Revenues. The cyclical component of a volatile tax such 
as the personal income tax. 

@ State Borrowing. Bond issues for designated countercyclical 
projects, in those states in which this is permitted. 

@ Contributions from Local Jurisdictions. Payments by local 
jurisdictions into a “recession insurance” fund, from which they could 
draw as revenues fell. 


These sources are discussed, in turn below. But before discussing these 
sources of funds we must analyze how big these funds should be, and 
what triggers should be used to turn on contributions and 
expenditures. Following this discussion, some of the institutional 
issues involved in setting up such a fund are analyzed. 


The Size of How big should a state stabilization fund 
Stabilization Funds be, and at what rate should states contri- 

bute during good years? Ultimately, the 
best answer to these questions will be provided by experience accumu- 
lated through the operation of stabilization funds. The only experience 
thus far has been with the Michigan stabilization fund and that has 
been in existence for only two years. Until experience is gained, 
however, some “ballpark” estimates may provide some initial 
guidance as well as some insight into the likely impact of the program. 
The following subsection discusses the institutional issues relevant to 
the determination of contributions and expenditures. This subsection 


analyzes only the aggregate questions of fund levels and accumulation 
rates. 

Let us assume that full scale countercyclical expenditures from the 
fund are required in one year out of four.2 Expenditures would not 
cease as soon as the economy turned upward. During one or two 
quarters after the end of arecession, expenditures would run close in 
volume to contributions. And even during the best years, expenditures 
might run at 20 percent of contributions as the state provided 
assistance to local areas with cyclical problems out-of-phase with the 
overall state economy. Therefore, expenditures in the three non- 
recession years would probably run at an average of 25 percent of 
contributions. 

Total state spending from the fund during the one bad year would be 
about $20 billion if all states participated (see below). Total federal 
contributions over the four year period would be $16 billion, of which 
the states would have spent $3 billion during the inter-recession years 
when expenditures from the fund were running at about one quarter of 
contributions. Assuming that there are only small state and local 
contributions during the recession (made to leverage federal 
contributions), then state contributions during the inter-recession 
years must average about $4.5 billion (of which one quarter would be 
spent) each year. This would range from perhaps only $1 billion during 
the first post-recession year, as the recovery gained momentum (1976, 
for example), to $7 billion during the peak year (1978). A hypothetical 
four year period and aggregate contributions and expenditures are 
shown in Table 18. 

Why $15-$20 billion? The estimate is not random. The 1974-75 
recession was particularly severe, and is unlikely to be duplicated by 
most recessions because of the severity of the impact of the rise in oil 
prices. Experience in that recession thus provides an upper limit for an 
estimate of the appropriate level of spending on each component. 
Estimates of state-local revenues lost because of the high rate of 
unemployment in 1975 range from $5 billion to $20 billion (ACIR, 
May 1979). Perhaps $6-$8 billion should be set aside for antirecession- 
ary fiscal assistance. In the same year, state-local construction 
expenditure was about $4 billion in real terms below what it would 
have been in the absence of a recession, and private construction 
declined by 20 percent, an abnormally sharp decline. Between $5 and 
$7 billion should be set aside for public works. Finally, $4 to $5 billion 
should be set aside to provide employment and training opportunities 
for the hard-to-employ. 

How should this total be allocated among states? This will depend 
on relative state contributions. But for the sake of illustration, let us 
assume that all states participate, and that state funds are proportional 
to their share of national cyclical unemployment and total state-local 
revenue loss. Table 19 shows how a $16 billion accumulated total 
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would be distributed among the 50 states, assuming that about $9 
billion is set aside for public works and public employment and $7 
billion for antirecessionary fiscal assistance. It also shows each state’s 
contribution when total contributions run at annual rate of $1 billion.3 
The most obvious fact revealed by this table is that states will differ in 
the relative importance of revenue sharing and public works and 
employment programs, depending upon the relative cyclical volatility 
of their revenues and employment. For example, California 
experienced only 5.5 percent of the cyclical unemployment in 1975, 
but, in a GAO simulated recession, experienced 13.9 percent of the 
cyclical decline in state-local revenues. The California strategy would 
concentrate on the fiscal assistance component (ACIR, May 1979). By 
contrast, Indiana suffered 5.3 percent of the employment decline and 
only 2.3 percent of the revenue decline. Their efforts will have to focus 
on job creation. These differences result from differences in economic 
and fiscal structure. 

We should stress that these numbers are only indicative. Each 
recession is, in some ways, a quite distinct experience, and local 
incidence differs from recession to recession (Appendix A). 


Triggering States may either adopt an automatic 

triggering mechanism in which both con- 
tributions and expenditures are triggered by the performance of the 
state and local economies relative to threshold indicators, or may 
make contributions or withdrawals each year ona discretionary basis. 
The examination of federal programs in the preceding chapters 
suggests that an automatic procedure leads to more rapid response 
than a discretionary procedure. Politically, too, an automatic trigger 
lessens the temptation to indulge in short run tax cutting or spending 
increases rather than accumulating a necessary surplus. The Michigan 
fund (see inset) determines contributions based upon the growth in 
real personal income, and triggers the release of funds for budget 
balancing (antirecessionary fiscal assistance) based upon real income 
growth, and for economic stabilization (public works and public 
employment) based upon the state unemployment rate. Based upon 
our previous discussions we suggest the following triggers: 


B® Contributions. The trigger should be an indicator that is most 
closely correlated with total revenues, perhaps personal income, 
unemployment rate, oremployment growth. The pay-in trigger should 
be a measure of the secular growth rate or level (a 2.0 percent growth in 
real income in Michigan). The best trigger will differ from state to state 
according to economic and fiscal conditions. States must undertake 
research to determine the triggers that are best suited to their local 
economy. 
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Michigan State Stabilization Fund 


As enacted, the countercyclical budget and economic stabilization fund 
is designed to attack the two problems of cyclically low revenues and 
high unemployment. The law establishes formulas by which money is 
deposited in the fund and by which withdrawals can be made. (Included 
in Appendix B of this paper.) Major provisions of the law are as follows: 


Budget Stabilization 


1. All transfers into or out of the fund 
will be based upon the annual growth of 
adjusted Michigan personal income (MPI) 
in the current calendar year. 

2. Adjusted Michigan personal income 
is defined to mean total state personal in- 
come minus transfer payments (nontax- 
able income received from the govern- 
ment) deflated by the Detroit Consumer 
Price Index so as to remove any inflation- 
ary bias. Transfer payments are deducted 
so that the full impact of the cycle is 
identified. 

3. When the adjusted MPI grows by 
more than the pay-in trigger level of 2 
percent, the percentage excess will be mul- 
tiplied by the total general fund/ general 
purpose revenue accruing to the current 
fiscal year to determine the amount to be 
transferred from the general fund to the 
stabilization fund in the coming fiscal year. 

4. When the annual change in adjusted 
MPI is less than the pay-out trigger level of 
0 percent, the percentage deficiency will be 
multiplied by the total general fund/ gen- 
eral purpose revenue accruing to the cur- 
rent fiscal year to determine the amount to 
be transferred from the stabilization fund 
to the general fund in the current fiscal 
year. 

Examples: If GF/GP revenue is as- 
sumed to be $3 billion and the adjusted 
MPI change from the prior year is assumed 
to be: Case 1: + 7 percent; Case 2: + 1.5 per- 
cent; Case 3: -4 percent, application of the 
formulas would be: 

Case 1: 0.7 - .02 = .05 x $3 billion = $150 
million pay-in to fund next FY, 


Case 2: .015 is between .000 and .02 = no 
pay-in or withdrawal. 


Case 3: -.04 x $3 billion = $120 million 
withdrawal during current FY. 


It was not intended that the budget 
stabilization fund would entirely eliminate 
the problems posed by revenue fluctua- 


tions. Its purpose is to ameliorate the prob- 
lem by reducing the extreme peaks and 
valleys. 


Economic Stabilization 


1. In any quarter following a quarter 
when unemployment averages 8 percent or 
more, the act provides that an amount may 
be appropriated from the fund for counter- 
cyclical policy as shown below: 


Percent Unemployed Percent of Fund Avail- 
in Most Recent able for Economic 
Quarter Stabilization During 
the Following Quarter 
2.5 percent 
5.0 percent 


8.0 - 11.9 percent 
12.0 percent and over 


Example: If the stabilization fund bal- 
ance is assumed to be $200 million and the 
rate of unemployment is 9 percent for the 
quarter ending March 31, 1979, the fund 
could be used as follows in the April-June 
quarter: .025 x $200 million=$5 million for 
countercyclical programs. 

2. The funds appropriated for economic 
stabilization may be used for capital 
outlay, public works and public service 
jobs, refundable investment or employ- 
ment tax credits against state business 
taxes for new outlays and hiring in Michi- 
gan, or any other purpose the legislature 
may designate by law which provides 
employment opportunities counter to the 
state’s economic cycle. Obviously, the 
latter purpose is subject to very broad 
interpretation. 

In brief, the law states that payments will 
be made into the fund when the adjusted 
MPI annual growth rate exceeds 2 percent, 
and, withdrawals from the fund may be 
made in four situations: (1) the real MPI 
decreases, (2) quarterly unemployment 
exceeds 8 percent, (3) revenue falls short of 
statutory estimate (without change in the 
tax rate or base), and (4) in an emergency 
upon two-thirds vote by each house. 


Source: Council of State Governments (1979). 





@ Expenditures. Each of the three program categories requires a 
different trigger since each is targeted on a different goal: 

w Public Works—the unemployment rate in the local construction 

industry; 

w Public Employment—the number of eligible participants; 

w Fiscal Assistance—an indicator correlated with revenues, perhaps 

as in Michigan, the same indicator that is used to trigger 

contributions. 
Unlike the other two programs, public employment and training is an 
entitlement program, for which the volume of spending is determined 
by the number in need. The hard-to-employ will be enrolled in CETA 
funded programs even during the best of times, but as their number 
increases during the recession, increased funding will be made 
available to CETA prime sponsors from the state stabilization fund. 

Local jurisdictions may wish to develop their own triggers to 
determine their contributions to the stabilization fund, depending 
upon the cyclical behavior of their revenue base. The property tax 
tends not to be cyclical, and cities may find a measure of the cyclical 
component of expenditures (i.e. the unemployment rate) may prove 
more effective. Expenditure triggers should be /ocal so that the state 
can determine the appropriate location for its public works and the 
distribution of the local part of its fiscal assistance. We would expect 
that local jurisdictions are more likely to favor making discretionary 
contributions. We urge that they attempt to develop automatic 
indicators to avoid the temptation to spend excessively during good 
years. 


Federal Washington should allocate the $3 to $4 
Matching Funds billion a year it has spent on discretionary 
countercyclical programs among state 
stabilization funds according to states’ own contributions in the form 
of a matching grant. During the early years of this policy, when onlya 
few states have such funds, it will be necessary to fix a match rate. 
When almost all states participate, the total $4 billion would be 
divided among the states according to how much they have 
contributed—leading to a lower match rate when state contributions 
are large, and a high rate when they are small. We have argued that 
little can be done to improve the effectiveness of federal counter- 
cyclical programs. Poor timing has led to long delays in recognizing a 
recession and in taking the appropriate legislative and administrative 
action. The on-off approach to countercyclical policy, which changes 
from one recession to the next, has stunted the development of local 
stabilization capacity. It has also meant that federal expenditures have 
little stimulative effect because they tend to displace state-local funds. 
The short time schedule given state and local governmentstospendthe 4/83 


federal largesse virtually ensures that the projects funded must already 
be in the pipeline. Neither does the uncertainty about the level of 
federal funding encourage, or even allow, rational budgeting by other 
levels of government. 

The federal contribution is important because it increases the 
attractiveness to local voters of a stabilization fund as an alternative to 
a state tax cut. By spreading federal outlays evenly over the course of 
the cycle, the tendency for the federal countercyclical spending to be 
concentrated in inflationary periods, and therefore to contribute to 
inflation, will be abated. 

Allocation Formula. By providing funds only to those states that 
have set up stabilization funds, there is automatically some targeting. 
States that do not experience cycles will not find it worthwhile to 
participate. Under a straightforward matching grant system, each year 
a state would receive a share of the federal allocation that is equal to its 
share of total state contributions to all stabilization funds. However, 
this would make no allowance for differences among states in their 
ability to pay. Some weighting system, or allocation formula, is 
required. No variables or indices have been devised that reflect “ability 
to pay” to the satisfaction of all observers, but experience suggests that 
some simple “needs” variables could help. Two possible variables 
could be applied: indices of the state unemployment rate and the local 
effort in paying for welfare assistance relative to national averages. 
These variables would be used to weight the value of states’ own 
contributions. For example, a state whose average unemployment rate 
was ten percent above the national average in a given quarter (6.6 
percent against a national rate of 6.0 percent, for example) and whose 
own source welfare payments absorbed a percentage of state personal 
income that was twenty percent above the average for all states (0.90 
against 0.75 percent) would be treated as if it had contributed $1.32 (= 
$1.0 x 1.1 x 1.2) for each dollar it actually contributed into its fund. 
Other variables which could be included to measure the extent of local 
fiscal capacity include per capita income, state and local taxes per 
$1000 of local taxes, and the poverty rate. 

Federal Conditions. The allocation of $4 billion of federal funds to 
state stabilization funds runs the danger of becoming a mere extension 
of the General Revenue Sharing program unless conditions 
are attached concerning state expenditures from the stabilization 
funds. It would defeat the entire countercyclical purpose if states used 
the resources acyclically to address problems of long term economic 
decline, or simply to meet operating expenses. At the same time, if 
states could only make expenditures according to some national 
unemployment rate above 7 percent for two quarters—the program 
could no longer meet state and local countercyclical needs. Or, if it 
were required that funds only be spent in counties whose unemploy- 

184 ment rate exceeds 8 percent, then the program would be one 


addressing long-run economic decline rather than cyclical unem- 
ployment. Two conditions that are both administratively feasible and 
would encourage the development of the right type of stabilization 
fund expenditure triggering mechanism are: 


@ Expenditures from a stabilization fund cannot exceed 25 percent of 
contributions in 10 out of 16 quarters. Federal contributions would be 
reduced by the percent that states exceeded this limit. This allows 
states to make at least some expenditures in any period to address local 
cycles but ensures that overall, expenditures are concentrated in one 
time period. 

@ Expenditures can only be made in areas (counties, cities, or 
townships) whose unemployment rate has exceeded 125 percent of its 
two year average for two successive quarters. Again, states that 
ignored this would be penalized by the loss of federal contributions. 


It is also desirable to include some federal conditions to ensure that 
state efforts are effectively targeted on those most in need. Many state 
and local governments have needed federal prodding into the areas of 
affirmative action and income transfers. The public employment 
component of state stabilization expenditures will be channeled 
through the existing CETA prime sponsors, and will be subject to 
current regulations. Therefore, some minority set aside provision for 
public works projects and an equitable allocation formula for the fiscal 
assistance program could be required. The simplest administration 
procedure would be to require federal approval of the stabilization 
fund design before it became eligible for federal matching grants. This 
type of procedure has been used by the CDBG program and for 
various types of education assistance. 


State Tax Revenues Total state-local contributions over the 

four year cycle total $13.5 billion, of 
which about $5 billion may be borrowed. How much should come 
from state revenues and how much should come from local revenues is 
up to the individual states. Two considerations should guide these 
deliberations. First, the share should be related to the share of each 
level of government in total revenues, which varies among states, 
averaging about 50-50 nationwide. But the state share should be 
greater than the local share because state revenues tend to be more 
cyclical than local revenues. The property tax provides much more 
stable revenues than income taxes. Second, the share of contributions 
should be related to the relative distribution of antirecessionary fiscal 
assistance grants. Since states are likely to take a disproportionately 
large share of this component because of their volatile revenues, state 
contributions should be larger. Also, states are able to use their 
broader tax base to redistribute resources from rich to poor 
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jurisdictions. To do this effectively, they must make the major share of 
state-local contributions. 

Setting up a fund will be more difficult for those states with 
relatively regressive tax structures, since they tend to have less 
cyclically volatile revenue sources—a regressive income tax, ora sales 
tax, is less volatile than a progressive income tax. The stabilization 
fund provides a complementary policy for those states taking steps to 
improve the equity of their tax structure since it will help dampen the 
increased cyclical volatility of their revenues. 


State Borrowing Since about a third of the expenditures 

are for capital projects, those states that 
are able should finance a part of their stabilization fund by issuing 
bonds. Many states, however, are constitutionally precluded from 
borrowing, and will have to make their full contributions from tax 
revenues. Those states and jurisdictions that can borrow should 
prepare a number of long term capital projects that can be delayed 
with little harm until the economy weakens. Bonds should be issued to 
finance these projects under conditions that: “the project shall be 
undertaken when the unemployment rate in the local construction 
sector has increased for two consecutive quarters and has reached a 
rate in excess of 140 percent of its average level in the preceding six 
quarters” or similar language. To ensure coordination between state 
and local countercyclical efforts, the state should act as a packager for 
the bond marketing. In fact, the state could contribute part of the cost 
of locally funded projects in order to ensure local participation and 
cooperation. 

There are several reasons for borrowing early to finance counter- 
cyclical public works. First, bond issues take time. If the state waits 
until a recession, or a construction slowdown is clearly indicated, 
expenditures will not be made until the worst is passed. Second, by 
“setting aside” a number of projects, the problem of displacement is 
minimized, and thus one of the major problems inherent in the federal 
system is overcome. Third, cycle peaks and the first year of recessions 
have been accompanied by record inflation and interest rate levels 
(Figure 3). Further, high interest rates usually lead financial 
institutions to reduce their portfolios of tax exempt bonds as they seek 
more effective shelters, which further increases the cost of public sector 
borrowing. Funding countercyclical public works during good years 
will cut borrowing costs. Finally, voters may be more willing to 
approve a bond issue during good times than when afflicted by 
recession-induced frugality. 

A major advantage of borrowing is that it allows a rapid increase in 
stabilization funds. However, since it is tied directly to public works 
projects, it should never provide more than about one-third of the state 

186 contributions to the fund. 
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Local Contributions Participation by local jurisdiction is es- 

sential to ensure: a) accountability of the 
state fund to its component jurisdictions; and b) prudent budgeting 
by local governments to avoid becoming “fiscal junkies.” These 
objectives can be met by requiring that, to be entitled to fiscal 
assistance during recessions, local governments pay into the state 
fund. The extent of local participation will depend on the allocation of 
fiscal responsibility between the state and local governments. In 
Hawaii, tor example, the state government is responsible for three 
quarters of state-local expenditures; in Ohio, less than one third. This 
would operate very much in the same way as total state-local contri- 
butions paid into the fund leverage federal matching grants. Thus, 
local contributions paid would leverage state allocations from the fund 
when a recession necessitated withdrawals. By making contributions, 
cities would learn that economic booms are not the norm, and would 
be forced to reduce their average spending level (which would reduce 
their reliance on discretionary and uncertain federal and state 
assistance). Allowance could be made for local differences in fiscal 
effort just as allowance would be made by the federal government for 
interstate differences. The allocation formula might include the local 
unemployment rate and local taxes per $1000 of local income. In 
Michigan, local governments have been allowed to set up their own 
stabilization funds (P.L. 30, 1970). They have not been integrated 
within the state fund. The advantages of integrating local counter- 
cyclical funds within the state fund are: 1) state-local countercyclical 
spending can be coordinated— operating under consistent triggers and 
consistent expenditure program design; and 2) the broad state revenue 
base allows the state to redistribute resources toward relatively poor 
and highly cyclical jurisdictions so that the state countercyclical effort 
can be targeted to the most needy areas. However, a major 
metropolitan area with cyclical needs very different from the rest of the 
state and with sufficient local resources may wish to set up its own 
fund, either metropolitan wide or only the central city. In this case, the 
role of the state would be to make matching funds available in the same 
way as the federal government makes matching funds to states. Some 
provision should be made in the federal program to distribute a limited 
share of funds directly to local jurisdictions’ funds—treating them on 
the same basis as state funds. 

The total allocation of expenditures from the fund among 
jurisdictions should not be tied rigidly according to local contribu- 
tions, since this would remove the important element of flexibility. 
Each jurisdiction would be guaranteed expenditures equal to what it 
had contributed plus some allowance for local fiscal conditions. The 
state must maintain an “emergency” component from which to 
provide assistance to those areas that suffer unusually deep recessions. 

188 Arule of thumb, at least during the initial years of operating the fund, 


would be to keep, say, 25 percent of the cumulative total within each of 
the three components of the fund as a “discretionary” allocation. 

The state may also wish to provide assistance in the form of short or 
medium term loans to local jurisdictions suffering from acute fiscal 
distress. This will encourage those jurisdictions to deal with their fiscal 
problems rather than become permanently dependent on emergency 
assistance. 


Institutional Setting up an effective stabilization fund 
Design Issues raises two other important design issues: 
How is the fund administered? And what 
is the role of the state legislature? 
Fund Administration. Those administering the fund must perform 
several tasks: 


@ Managing contributions, including those from local jurisdictions. 
@ Coordinating bond issues for countercyclical public works projects. 
@ Controlling short term portfolio investments'to maximize the rate of 
return on the accumulated balance. 

@ Administering the distribution of expenditures among jurisdictions 
and programs. 

® Managing federal receipts and ensuring compliance with federal 
regulations. 


To ensure local participation, representatives from those participating 
jurisdictions should be included on the administrative board, together 
with representatives of the relevant state agencies, the governor, and 
the state legislature. Voting on geographic allocation issues could be 
on the basis of the value of accumulated contributions into the fund. 

Expenditure allocation procedures must be set up in advance of a 
recession, to avoid administrative delays, with legislative approval if 
required. 

The accumulated fund balance should be invested in secure, short 
term investments that yield the highest possible rate of return—money 
market certificates, federal government securities, even state and local 
bonds providing their maturity does not exceed the date at which fund 
expenditures are most likely to be necessary. The fund cannot be used 
to further local development finance efforts since such investments are 
unlikely to be liquid, especially during a recession. 

Role of the Legislature. The legislature will be called upon to 
remove statutory blocks to setting up a stabilization fund as well as 
shaping the enabling legislation. There may even be constitutional 
amendments to be overcome. The Council of State Governments 
summarizes the legal aspects in Michigan: 
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Michigan’s constitutional provisions prohibiting continuing appropri- 
ations, or accumulation of funds for future use, limiting fund transfers 
except as accomplished by legislative appropriations, and requiring an 
annually balanced budget are common to many states. In Michigan, an 
opinion of the attorney general states that creation of a trust fund and 
legislative appropriations to the fund for a valid public purpose meet 
the constitutional requirements. 


Passage of the necessary amendments and legislation is most likely 
while the impacts of a recession are still fresh in the memories of the 
public and the legislature. 

The legislature will also play a role in administering fund 
contributions and expenditures. Although difficult to achieve, the 
legislature’s role should be one of oversight through a standing 
committee or subcommittee—not one of prior approval. In this way, 
control could be effective without the time-consuming process of 
seeking approval before action is taken. 


PUBLIC WORKS The major function of public works pro- 

jects is to develop economic and social 
infrastructure. The public works component of the countercyclical 
strategy is targeted at providing employment for idle resources in the 
construction and building supplies industries. Special construction 
projects should not be undertaken solely to provide jobs for the 
unskilled or inexperienced. There are two reasons for this: 1) the 
average duration of low-skilled jobs on public construction projects 
has been about 2 weeks; 2) because of skill requirements and the nature 
of the construction labor market, few jobs for the unskilled are 
generated on site. The hard-to-employ are the target of the public 
employment and training programs described in the following section. 
Appendix C provides estimates of the number of jobs and the type of 
participants in past public works projects and public employment 


programs. 
Triggering A project for which the finances had al- 
Expenditures ready been raised would be started when 


unemployment in the local (county or 
city) construction sector shows a cyclical downturn. Because monthly 
local employment and unemployment data are not always reliable, 
there is something of a trade-off between waiting for sufficient 
monthly data to be sure that a downturn has occurred, and creating 
jobs as quickly as possible. Employment and unemployment data, 
while providing confusing signals, are, along with housing permits, the 
only data available in a timely fashion at the local level. States will 
have to experiment on developing efficient leading indicators of 
construction downturns. Until satisfactory analyses have been 

190 undertaken, we would suggest the following indicator: 


® Pre-selected public works projects will be undertaken in an area 
(county, city, special district) when the unemployment rate in 
construction increases for two successive quarters and averages a rate 
for three months that is 140 percent above its average rate in the 
preceding twelve months. 


The indicator must be based on the behavior of the construction sector 
since this does not necessarily coincide with total employment and 
public works are specifically targeted to construction. In order to 
avoid labor supply bottlenecks, the predicted number of on site jobs 
created by a project should not come within more than 66 percent of 
the estimated number of unemployed construction workers within 
easy access of the project site. 


Type of Public Public works projects undertaken as part 
Works Projects of state stabilization policy should be 

those that are compatible with the area’s 
overall economic development strategy and public infrastructure 
needs. There is little that can be gained in selecting special labor 
intensive projects since these are unlikely to provide the unskilled 
worker with more than two or three weeks work which does next-to- 
nothing for his skills, work experience or income maintenance. Make- 
work construction projects leave the local taxpayer with bond- 
servicing costs and little of permanent value by way of reward. There is 
little cyclical behavior in the type of public construction projects 
undertaken by state and local governments and so state-local patterns 
provide no basis for selection of project type most suitable for counter- 
cyclical purposes (Vernez and Vaughan, 1978). 

Heavy construction projects—flood control, dams, levees, water 
supply facilities and water treatment plants—are rarely suitable for 
countercyclical purposes because the heavy construction industry does 
not behave cyclically. The 1974-75 downturn was an exception. 
Moreover, the equipment and skills needed on such projects are highly 
specialized, and may have to be imported from other areas and states, 
which will reduce their local job generating ability. However, some 
heavy construction projects should be kept “on-the-shelf” in case of a 
repeat of the 1975 experience. Sewer projects have the advantage of 
being relatively quick to complete (Table 20). 

For timely implementation, the planning for countercyclical 
projects must have been completed in advance, so that time consuming 
public hearings and lawsuits do not delay getting construction firms to 
work on the projects. Pre-selection is obviously a difficult issue. If the 
project is essential to the delivery of public services, then delay may be 
costly and disruptive. On the other hand, construction projects should 
never be undertaken simply in order to create jobs. Developing the 
planning capacity at the state and local level to set aside capital 
projects for countercyclical implementation willtake time,andinvolve 19/ 


a new function for state and local planning agencies, and will add a 
new dimension to capital budgeting (see Volume 9 in Studies in State 
Development Policy, The Capital Budget). 

The energy crisis has led state and local governments to investigate 
the feasibility of using energy conservation projects as a means to 
create jobs. It seems doubtful that many low-skilled and unskilled jobs 
can be created in this way. Even relatively straightforward 
construction and rehabilitation projects embody a very high percen- 
tage of skilled workers—plumbers, carpenters, electricians, for 
example. Overall, only 13 percent of those in the construction industry 
are unskilled; 56 percent are craftsmen. Craftsmen are in short supply 
during most of the business cycle, and depending on local cyclical 
behavior, may not be readily available even during a recession. Since 
as many as four craftsmen are needed for each laborer, few unskilled 
jobs can be created. 


PUBLIC The increased duration of joblessness by 
EMPLOYMENT the chronically unemployed constitutes 
AND TRAINING about half of the increase in the unem- 


ployment rate during a recession. This 
group also suffers most acutely; they are less likely to receive unem- 
ployment insurance or other benefits, have any accumulated savings, 
or have other wage earners in the household. They are therefore the 
special target of the publicemployment and training component of the 
countercyclical strategy. Unlike public works, expenditures from the 
fund would not be determined by local economic indicators, but by the 
numbers of eligible participants. Eligibility would be the same as for 
Titles I] and VII of the newly re-enacted CETA program, and 
expenditures from the fund would be made to local CETA prime 
sponsors as their ranks of participants were swelled by the recession. 
The stabilization fund would, essentially, allow states to accumulate 
CETA funds to cope with a recession, since Washington has proved 
unwilling to appropriate sufficient funds during recessions to provide 
for the number of eligible unemployed. 


Eligibility The program must focus on those most 

harmed by cyclical fluctuations—those 
who find it difficult to secure employment even in the best of times. 
These include: 


® Those who have drawn unemployment insurance for more than 15 

weeks or have exhausted their benefits 

® Welfare recipients (AFDC, Home Relief, etc.) 

@ Disadvantaged new entrants to the labor market who have unsuc- 
192 cessfully searched for at least 15 weeks, including those released from 


prison or the armed forces, and those from households earning below 
the poverty level. 


Strict enforcement of eligibility is necessary. Prior to the 1978 
reauthorization, those enrolled under countercyclical CETA pro- 
grams were all too often employed on the day prior to entry, were 
relatively skilled and well educated, would have been eligible for 
unemployment insurance, and, in all likelihood, would only have been 
unemployed for a short period of time. Although strict enforcement 
slows down the rate of job creation, the trade-off can be worthwhile if 
it effectively targets on the needy. 


Type of Program Experience suggests that there is no 

simple formula that guarantees success in 
training the hard-to-employ. States and localities are developing pro- 
grams that are best suited to their problem clientele and to their 
economic structures under Title II and VII of the new CETA 
legislation. Their approaches include: 1) public employment; 2) 
training; and 3) wage subsidies. 

Public Employment. Although the CETA experience has led some 
commentators to criticize public employment as an effective job- 
creating device, it may be the only effective way to reach out to “high 
risk” cases—just as loan guarantees are the only way to reach certain 
high risk businesses. And, as in the case of capital market failures, the 
problem is one of transactions costs. A private firm may find it very 
expensive to search for, screen, and train an ill-educated, inexperienced 
member of the labor force. A firm employing 20 people can scarcely 
invest in a personnel office skilled in the techniques necessary to bring 
such individuals into the workforce. The public sector, because it 
already has data in the eligible population, because it has been admini- 
stering training programs, and because of its size and its diversity of 
employment opportunities, can make a greater outreach effort. 

But public employment should be regarded, in part, as a screening 
system—a way of identifying those who are and those who are not 
suitable for private sector training and employment. A public sector 
jobs program should not be regarded as an end in itself, unless 
participants can move into permanent public sector employment. 

Training. A recurring failure in publicly administered training 
programs has been the inappropriate skills imparted to many of their 
participants. Evaluations of pre-CETA manpower programs suggest 
that few participants “were placed in areas of growing demand, in jobs 
with real potential for advancement” (Perry et al., 1976, p. 77). 

Greater effectiveness may result from a coordination of training 
efforts with private employers. By training eligible participants for 
slots needed by private employers, or even subsidizing private firms to 
train eligible participants (but without the type of red-tape that has 
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impeded WIN), the unskilled may be prepared more effectively for 
unsubsidized employment. The Private Industry Councils (PICs) 
financed under CETA Title VII may become a model for an expanded 
state-based countercyclical effort. There may also be opportunities to 
expand the level of apprenticeship programs to provide skill training 
to the uneducated. European nations make much more use of 
apprenticeship programs than does the U.S. 

Wage Subsidies. Jobs can be created by reducing the cost of hiring 
additional labor. A wage subsidy could take several forms. One 
approach could be modeled on the new Targeted Jobs Tax Credit 
which is applicable only to the hard-to-employ, and can be taken by 
business as a credit as well as a reduction in taxes. During its initial 
nine months, the program has been poorly publicized and has 
encountered severe administrative problems. But it could provide the 
basis for an effective state effort. An alternative would be to provide 
employment vouchers to unemployed individuals, based upon their 
past income and unemployment experience. An employer could 
redeem these vouchers—either for cash or reduced business payroll 
taxes—for each week that they provided the worker with a job. The 
cash value, or subsidy, would decline over time as the subsidized 
worker gained work experience. Additional subsidy would be 
provided to employers providing vouchered workers with training 
programs. However, accumulated experience with wage subsidies has 
not shown them to be overwhelmingly successful. Whether this is due 
to poor program design or to an inelastic demand for unskilled labor 
has not yet been established. 

The sobering conclusion is that there is no easy way to provide either 
effective training or private sector employment to the economically 
disadvantaged. With the greatly improved targeting in CETA and the 
growth of Private Industry Councils, the capacity to assist those in 
need will, we believe, be improved. The ability of the stabilization fund 
to inject an additional $7 billion into the delivery system when 
demands increase will encourage the development of a targeted 
countercyclical component to the CETA program. 


ANTI- Fiscal assistance must serve two pur- 
RECESSIONARY poses: 1) it must provide short run assist- 
FISCAL ance to help the state and local jurisdic- 
ASSISTANCE tions that suffer sudden negative cash 


flows; and 2) it must allow state and local 
governments to meet public service demands and maintain the 
integrity of appropriations. 

The fiscal assistance component would offer two types of aid: grants 
released by a trigger indicator, and short term loans made to juris- 
dictions suffering from a sudden and harsh combination of reduced 
revenues and increased expenditures. 


Triggering The trigger to release grants for state and 

local fiscal stabilization must be an eco- 
nomic indicator related to the extent of fiscal stress—the combination 
of declining revenues and increased social service expenditures. 
Michigan uses the adjusted personal income growth rate. When this 
falls below zero, funds are released to the state government at a rate 
proportional to the shortfall of the indicator (see above). The best 
indicator will differ from state to state, depending on the economic and 
fiscal base, and upon the level and type of social services. States must 
conduct research to determine which variable, or set of variables, is 
most closely related to fiscal outcomes. Other variables that might be 
included are: the welfare caseload; the unemployment rate; the 
number of unemployed; the number of long term unemployed; and the 
change in employment. The trigger should be some level of an 
indicator that is only exceeded in recessions, and that is proportional 
to the level of cyclical—rather than secular—fiscal stress. The trigger 
would be used, each quarter, to determine the volume of counter- 
cyclical grants available to state and local governments. 


Allocation The distribution of these grants between 
state and local governments, and among 
local governments, is a key issue. The record of many state govern- 
ments with respect to fiscal assistance and state-based revenue sharing 
is not encouraging. Neither is it possible to develop any rules that can 
be applied to all states. The state of Hawaii collected 75 percent of total 
state-local revenue and would require a much larger share of the 
countercyclical component than the state of Ohio, which collects 
barely 30 percent of state-local revenue. However, two aspects of the 
design of the state stabilization fund will help in overcoming these 
difficulties. First, federal approval of the fund’s operating procedures 
would be required to make the funds eligible for federal matching 
grants. Second, and more important, local governments would 
participate in the state stabilization fund, both by making contri- 
butions and by sharing in its administration. We suggest a two stage 
allocation procedure. In the first stage, the trigger determines the total 
volume of fiscal assistance available for a given quarter. This is 
allocated between the state and local levels of government according to 
some pre-agreed share. In general, state governments would receive 
more than half of the allocations because their revenues constitute 
about half of the state-local total and because their revenues are much 
more cyclical. In the second stage, the local share is allocated among 
local jurisdictions. This could be done either according to local 
indicators—for example, a city might receive an amount proportional 
to its share of the total state welfare case-load—or according to the 
city’s own previous contributions to the stabilization fund. The latter 
method could take into account local fiscal effort in much the same 197 


way as federal matching grants make allowance for state fiscal effort 
(see above). Jurisdictions, through allocations from all three 
components, would be guaranteed expenditures more than equal to 
their accumulated contributions. The second allocation method is 
more attractive since it would encourage local areas to adapt to fiscal 
realities—the most cyclically volatile would face an incentive to make 
large contributions. This would reduce their tendency to expand 
programs or cut taxes in good years. 


Loans A small reserve from the fiscal assistance 

component would be set aside to provide 
medium term loans to areas that experience an especially sharp, or 
unexpected fiscal problem. A loan would compel the area to make 
appropriate fiscal adjustment, whereas a grant would not. Determina- 
tion of loan eligibility would be made ona case by case basis according 
to rules set by those administering the fund. 


OTHER The stabilization fund, and the expendi- 
STABILIZATION tures described in the preceding sections, 
POLICIES are the core of a state based counter- 


cyclical strategy. But other measures can 
be taken to reduce local cyclical volatility. These include: 


@ Long run economic development. By diversifying the local base, 
cyclical amplitude can be reduced. A major part of such development 
is to establish an effective local capital market for both debt and equity 
financing and improve the quality of the local labor force. 

® Zax reform. The structure of local taxes can be adjusted to provide a 
more effective automatic stabilizer. This will involve more volatile 
revenues, but the stabilization fund protects state-local expenditures 
from these cycles. 

@ Review of regulations. Some regulations, particularly usury 
ceilings, actually exacerbate local cycles. Review and reform of the 
cyclical impact of these regulations will help. 


Long Run Economic A successful long run economic develop- 
Development ment strategy can help reduce an area’s 
susceptibility to recessions. The diversifi- 
cation of the local economy shifts labor from traditional, cycle-prone, 
sectors into emerging, less cyclical industries. A tight labor market 
discourages firms from laying off workers. The tools for such a 
strategy are discussed in other papers in Studies in State Development 
Policy, but a few points can be reiterated here. 
First, a successful development finance strategy that improves the 
availability of both debt and equity capital can increase the local birth 
198 rate of new firms. Nationwide, the most rapidly growing firms are 


small young companies, and their growth can provide a counter- 
cyclical buffer. Also, company birth rates are surprisingly uncyclical— 
although business failures are cyclical. Developing an attractive birth 
“matrix” that can be provided by older urban areas is a major step in 
dampening the downswing. 

Second, developing labor skills, as we have argued above, is another 
way of reducing local cyclical vulnerability. Firms tend to hoard 
skilled and experienced labor when demand falls, because, if laid-off, 
such employers may not find employment elsewhere. 


Tax Reform Reforming the state and local tax struc- 

ture can dampen local cycles. First, highly 
cyclical revenues act as automatic stabilizers because they ensure that 
the disposable income of consumers and firms falls by less than the 
gross income. A progressive income tax is therefore a good economic 
stabilization device. Those states with regressive tax structures should 
introduce more progressive schedules both for equity reasons and asa 
stabilizer. In addition to the personal income tax, other changes that 
have a similar impact are: 1) reducing the regressivity of the sales tax 
by exempting food, medical supplies, and other necessities, and 
including services; and 2) improving the equity of the property tax by 
replacing home owner exemptions and deductions with circuit- 
breakers. 

These changes are all the more important because another major tax 
reform—indexing—will actually reduce the cyclical volatility of tax 
revenues. Indexing is a necessary step toward reducing the inequity 
and inefficiency induced by inflation. Unless countervailing measures 
are taken, the effectiveness of the tax structure as an automatic 
countercyclical tool will be impaired. 

There are other steps that can also be taken. The way unemployment 
insurance premiums for employers are calculated implicitly subsidizes 
high-turnover firms. They do not pay premiums at a rate high enough 
to cover the volume of benefits paid their employees. By abolishing the 
maximum rate and redesigning the premium calculation formula, 
firms could be encouraged to hoard, rather than layoff, labor. 


Regulatory Reform Regulations can inadvertently contribute 

to cyclical economic behavior. They may 
also raise the cost of doing business and slow secular growth. This is 
not to say that such regulations should be abolished. Regulations 
provide different levels of government with means to attain a variety of 
social objectives—from orderly residential development to reduced air 
pollution. But state governments should be aware that regulations 
may have undesirable economic impacts that can be mitigated or 
avoided altogether. The list is potentially endless, but we have focused 
on a few regulations to illustrate how a review of regulatory activity 199 
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may help local government. 

Usury Ceilings. To reduce the cost of owning a home, several states 
have imposed usury ceilings—upper limits on the mortgage rate that 
banks can charge on home mortgages. While the market mortgage rate 
is below the usury ceiling, there is no effect on the housing market. 
When inflation pushes up interest rates above the usury rate, financial 
institutions, to cover their increased cost of funds, must seek assets 
with a higher yield. Therefore, they drastically reduce their volume of 
mortgage loans—usually rationing the few they do make by raising the 
down payment, offering them only to favored customers, and raising 
the points charged. This effectively excludes those with limited assets 
from home buying. The ceiling does reduce borrowing costs, but only 
for those favored few who get mortgages. For many more, the usury 
ceiling delays homeownership until the market rate falls. The demand 
for housing is slashed and construction employment falls. The last 
three recessions—1970, 1974, and 1979—have also been the years of 
peak interest rates when low state usury ceilings have contributed to 
the depth of the local recession. This is illustrated in Table 21. It shows 
the usury ceiling in New York State, the national average mortgage 
rate, and the ratio of housing permits in New York to housing permits 
in the nation. When the national rate exceeds the New York ceiling, the 
ratio falls. 

Housing Regulations. States should review their building codes to 
determine whether laws governing seasonal construction, housing 
starts, and other aspects of construction may be contributing to the 
volatility of that industry. Canada has experimented successfully with 
cash bonuses to encourage winter construction—winterizing construc- 
tion costs only a few hundred dollars, and if home buyers can be 
encouraged to buy in the winter, builders can smooth out the seasonal 
shifts (Vernez and Vaughan, 1978). This would have the added benefit 
of reducing the labor cost of construction, for workers would no 
longer demand wages high enough to compensate for the seasonal 
nature of their work and would draw less unemployment insurance. 

The principal could be extended to cover cyclical fluctuations. If 
impediments to securing mortgages were removed, states could offer 
cash bonuses to those buying or rehabilitating homes. The bonuses 
could be tied to the prevailing unemployment rate in the construction 
sector. Since we have little evidence on the efficacy of such a policy, 
states should proceed cautiously. The bonus should only be used 
countercyclically, and sparingly at that, since it is regressive— 
providing assistance to those rich enough to be able to afford to 
purchase a home. 
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Footnotes to Chapter 6 


|. The concept of a stabilization fund is not original. In 1977, Michigan took the highly 
innovative step of creating a “rainy day” fund (PA 76). The enabling legislation is presented in 
Appendix B. The fund was recommended by a blue-ribbon commission, the Michigan Economic 
Advisory Council, headed by Michael Blumenthal, later to become Secretary of the Treasury. 
Thereafter, the legislature took the lead. An excellent discussion of this policy is contained in the 
Council of State Governments publication, “Innovations: Michigan’s Budget and Economic 
Stabilization Fund,” Lexington, Kentucky, 1979. Those interested in obtaining further 
information should contact the Council of State Governments, the Michigan State Fiscal 
Agency, or the Michigan Department of Management and Budget. 


2. For example, for a state that closely paralleled the nation, full scale expenditure should have 
commenced in the second quarter of 1970 (allowing for some lag in recognition), been cut back in 
the second quarter of 1971 (four quarters), and reduced until the second quarter of 1974 (twelve 
quarters). Full scale expenditures would have been undertaken until the first quarter of 1976 (six 
quarters), and would have been reduced until the fourth quarter of 1979 (fifteen quarters). 


3. The data in the table indicate that Michigan should accumulate approximately $1 billion 
against a relatively severe recession, which is the statutory limit on the present fund. Actual 
accumulations by the end of FY 1979 would be $235 million unless there are draw-downs 
triggered by rising unemployment during 1979. (This is, of course, in the absence of federal or 
local contributions.) 


4. It allows the first $30 plus one third of the remaining earnings to be disregarded when 
computing welfare eligibility. 


5. The lowest ceilings are in Arkansas, Georgia, lowa, New York, North Dakota, and West 
Virginia. 


GLOSSARY OF TERMS 


ACIR Advisory Commission on Intergovernmental Relations 


AFDC Aid to Families with Dependent Children 


APW Accelerated Public Works Program 

ARA Area Redevelopment Administration 
ARFA Antirecessionary Fiscal Assistance Program 
BEA Bureau of Economic Analysis 


CETA Comprehensive Employment and Training Act 


CPI Consumer Price Index 
CWA Federal Civil Works Administration 
EDA Economic Development Administration 


EWRP Emergency Work Relief Program 


FIRE Finance, Insurance and Real Estate 

GAO General Accounting Office 

LPW Local Public Works Program 

PEP Public Employment Program 

PWA Emergency Administration of Public Works 
PWIP Public Works Impact Program 

UI Unemployment Insurance 

WPA Works Progress Administration 
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APPENDIX A 
STATE-LOCAL VARIATIONS 
IN CYCLICAL BEHAVIOR 


Analyzing state-local cyclical behavior is limited by the availability of 
data. Most analyses have been limited to examining cycles in total 
employment. In view of the importance of job creation for 
countercyclical policy, this is the single most important economic 
indicator anyway. The first part of this appendix analyzes how the 
employment growth rates of states and labor market areas 
(geographically similar to Standard Metropolitan Statistical Areas) 
respond to changes in the growth rate of national employment. This 
not only establishes the variation among areas but also provides local 
officials with some guidelines as to how their area is likely to respond 
during an anticipated national recession. The second section of the 
appendix analyzes why areas respond differently to fluctuations in the 
national economy. 

The analysis in this appendix is about how local areas tend to 
respond to changes in the national economy—that is, their average 
response over the period 1960 to 1975. During any single cycle, an area 
may respond uncharacteristically; that is, it may experience an 
especially sharp recession although it normally is unresponsive to 
national changes, or it may lead at a particular downturn although its 
pattern of growth is typically coincident. In another analysis, cycle by 
cycle, of state and local areas, Vernez et al. (1977) found no strong 
pattern in the timing of turning points in local cycles in relation to 
national cycles. Only six states and 24 LMAs have consistently led the 
nation in the post-1960 recessions. Even fewer states and LMAs have 
consistently led the nation in recovery. Using an area’s past 
performance at turning points to determine its turning points in an 
anticipated national cycle would result in incorrect predictions in more 
than half of the cases. 

Further research directed at identifying a leading indicator or the 
determinants of variations in the timing of local cycles across areas and 
over time might improve predictions of the timing of turning points in 
area cycles. Until such research is done, however, public works 
investments in specific areas of the country must be guided by 
monitoring monthly total and sectoral employment time-series data. 
Experience in dating post-1960 cyclical turning points by visual 
observations of seasonally adjusted time-series data indicates this task 
is fairly simple and low cost. 

Early detection of the timing of initial downturns in states and 
LMaAs in relation to the national downturn provides some indication 

204 of the expected duration and severity of local cycles. Areas that lead 


the nation in recession typically take a long time to return to their 
initial peak, and experience severe cycles. The reverse tends to be true 
of areas lagging the nation at downturns. 

Areas experiencing the largest cycle amplitudes are generally the 
same from cycle to cycle. Although large areas tend to have the largest 
cycle amplitudes, they do not necessarily experience the severest rate 
of cyclical unemployment. The severest cycles are more often found in 
areas of the Northeast and Northwest Central census divisions and are 
characterized by slow employment growth. Even these areas 
exhibit little consistency from cycle to cycle. 


HOW AREAS Four aspects of the relationships between 
RESPOND TO local and national changes in employ- 
NATIONAL ment growth rates have implications for 


FLUCTUATIONS' the design of a countercyclical strategy. 


@ Leads and Lags. Although an area may not show a consistent 
pattern of leads and lags with respect to cycle turning points, it may do 
so with respect to monthly changes in employment growth rate. To the 
extent that countercyclical programs are timed in relation to the 
national cycle, the volume and duration of projects should be less in 
areas that lead the nation than in areas that lag behind. 
@ Conformity. The degree of conformity measures the extent to which 
the pattern of localemployment growth matches that of the nationasa 
whole. If a national recession is expected, then high conformity areas 
should experience a recession, albeit with a lead or lag. Projects should 
be focused in these areas. Conversely, if during a period of slow 
growth, an expansion were expected, high conformity areas should 
recover, and projects should be located in low conformity areas. 
@ Responsiveness. The magnitude of the change in an area’s growth 
rate in response to a change in the nation’s growth rate is a useful 
indicator. If a national slowdown is expected, a large volume of short 
run projects should be started in highly responsive areas to moderate 
the rapid decline in employment the area would experience. 
Conversely, if, during a recession, the national economy were expected 
to begin a period of expansion, then efforts should be concentrated in 
areas of low responsiveness, because they will not recover as rapidly as 
others. 
@ Relative Secular Growth Rate. Areas that exhibit a negative growth 
rate relative to that of the nation are likely to experience considerable 
unemployment during periods of slow growth nationally. Projects 
should be initiated in these areas to provide employment opportun- 
ities. 

To identify the long-term relationship between national and local 
employment growth, the local monthly employment growth rate was 
regressed against the national monthly employment growthrate. The 205 


basic formulation of the model is: 


et =a; + Bi en t+} + ws 
t = July 1960, . . . December 1974; 
j = -6, -3, -2, -1, 0, lS Dae 3; 6; 


where ei is the growth rate of employment in areaiin montht, @ ; isa 
constant term, (Bj is the estimated coefficient relating national 'and 
local employment growth rates in area i, en t+) is the monthly 
employment growth in the nation in month t+j, and # is a random 
disturbance term. The monthly employment growth rate was 
computed as a three-month moving average to smooth out stochastic 
changes attributable to employment estimating procedures and to 
such events as strikes and natural disasters. This model was used to 
identify the lead or lag in local employment growth, the degree of 
conformity, the responsiveness, and the growth rate of areas in 
relation to national growth rate. 

First, to identify how much an area led or lagged the nation with 
respect to monthly employment growth rate changes, the model was 
estimated Soe y with alternative values of j in ent+J, which led or 
lagged behind et by 6, 3, 2, and | month, as well with j = 0 (area and 
nation coincident). For each area, the predominant lead or lag 
relationship with the nation was determined by the regression 
equation yielding the highest R2. For example, a region exhibiting the 
highest R2 for j = -3 would be most closely linked to the nation through 
a three-month lag. Its rate of change in employment in this month is 
most closely affected by the national rate of change three months 
previously. 

Second, from the “best” equation, the conformity, responsiveness, 
and growth rate were indicated by the estimated values of R?, B;,and 
Qj. 

The value of R?2 in the “best” regression indicates how much the area 
conforms to the national pattern of employment change, whether with 
a lead or a lag. A high R? indicates that a large share of the month-to- 
month variations in the rate of change of area employment is related to 
variations in the national rate. A low R2 has the opposite interpreta- 
tion. j 

The responsiveness of ei to changes in ent*) growth is indicated by 
the estimated value of the coefficent Bj. A value of one for this 
coefficient implies that a one percent change in the employment 
growth rate at the national level results in a one percent change in the 
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zero and one indicates that a one-percentage point change at the 
national level leads to a Jess than one-percentage point change at the 
local level, but also in the same direction. Thus, the area would be said 
to exhibit a /ow responsiveness to national changes. Finally, a value of 
more than one indicates a high local responsiveness. 

The value of the constant term @j, indicates the area’s employment 
growth rate in the absence of any national growth. A positive constant 
indicates that, in the absence of any national increase, local employ- 
ment will continue to grow. For example, the estimated value of .0027 
for the constant in the state of Arizona implies that employment in this 
state would have grown at .27 percent per month even though there 
might have been no growth in employment at the national level. A 
negative constant term has the opposite implication. The regression 
results for states and LMAs are displayed in Tables A.1] and A.2 at the 
end of this appendix. 

Distinct regional patterns appear in the cyclical response of both 
states and LMAs with respect to all four indicators. This is not 
unexpected, because the relationship covers a 15 year period. Caution 
should be used in applying these results: althougha state or LMA may 
exhibit a certain pattern of response over a long period, for any single 
cycle turning point, or during any one cycle, it may behave “out of 
character.” 

First, there is a considerable range in the relationship between state 
and LMA employment growth rates and changes in the national 
employment growth rate. For example, Bakersfield, California, led 
the nation by six months while Stamford, Connecticut, lagged by six 
months. Only 4 percent of the variations in monthly growth rates in 
Tuscaloosa could be explained by variations in national rates, whereas 
50 percent of the variations in Los Angeles were linked to national 
changes; a one percentage point increase in national growth would 
lead to a five percentage point increase in Flint, Michigan but only a 
0.24 percentage point increase in Sioux Falls, South Dakota. In the 
absence of any growth at the national level, Tucson, Arizona, would 
grow at 0.33 percent per month while Bay City, Michigan, would 
experience a monthly decline of employment of 0.48 percent. 

Second, with respect to all four characteristics, there is a distinct 
regional pattern in both state and LMA responses. Areas in the 
Northeast tend to lag behind the nation and are in fairly close 
conformity, are of average responsiveness, and experience low growth. 
In the South, areas tend to be coincident with the nation and of low 
conformity, average responsiveness, and low growth. In the West, 
areas tend to lead the nation and exhibit low conformity, average 
responsiveness, and high growth. 

Third, large LMAs behave differently from all LMAs taken 
together; they tend to be coincident with the nation, exhibit high 
conformity, and have fairly high responsiveness. The tendency forthe 207 


large LMAs to respond in a similar way to the nation as a whole is 
probably attributable to their diverse economic structure, which 
resembles that of the nation as a whole. 


Leads and Lags In the majority of states, fluctuations in 

the rate of change of employment coin- 
cide with those of the nation. Only Arkansas, lowa, Massachusetts, 
Minnesota, Nebraska, and Wyoming tend to lag behind the nation. 
With the exception of Massachusetts, these are primarily agricultural 
states. Colorado, Idaho, Louisiana, Nevada, New Mexico, Oregon, 
South Dakota, and Washington tend to lead the nation. Leads and 
lags are distributed fairly evenly across LMAs about a zero mean. Of 
the largest LMAs, none differs from the nation by more than one 
month, and most are coincident with the nation. 


Conformity States that conform most closely to the 
national employment growth rate are 
Indiana, Ohio, and Pennsylvania. All three are large states with a large 
manufacturing labor force. Those that conform least are Colorado, 
Idaho, Montana, and Wyoming. Low conformity states are clustered 
in the Mountain, West-North Central, and South-Central regions; 
high conformity states are clustered in the Middle Atlantic, East- 
North Central, South Atlantic, and East-South Central regions. 
LMAs with high conformity are concentrated in the Middle 
Atlantic, East-North Central, and South Atlantic regions. LMAs with 
very low conformity are concentrated in the Mountain and West- 
North Central regions. However, the regional pattern of conformity is 
not as clearly defined as the pattern of timing, perhaps because of the 
importance of LMA size as wellas regional location in determining the 
degree of conformity. The regional pattern of LMAs differs in some 
ways from the regional pattern by states. Although states in the South 
Atlantic and West-South Central divisions show a fairly high 
conformity, a number of LMAs in those areas show low conformity. 
Large LMAs show a high degree of conformity. The industrial 
composition of these areas tends to correspond closely to that of the 
nation. The four large areas with low conformity were Anaheim, San 
Diego, Denver and Houston. 


Responsiveness The average value for states of the esti- 
mated coefficient 8i, which measures re- 

sponsiveness to changes in the national monthly growth rate, is 0.88. 

The fact that Bi is below one indicates a tendency for small states to 
exhibit low responsiveness, because the average, weighted by 
employment levels, must be one. States with the highest responsive- 

ness are Delaware (1.2), Indiana (1.6), Michigan (2.3), Ohio (1.4), and 
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Arkansas (0.42), Montana (0.46), Nebraska (0.46), Nevada (0.45), 
South Dakota (0.41), Utah (0.40), and Wyoming (0.35). These are all 
small agricultural states. Responsive states are located in the East- 
North Central, East-South Central, and South Atlantic regions, and in 
the Pacific Northwest; unresponsive states are located inthe Mountain 
and West-North Central regions. 

LMaAs in the East-North Central region and in the eastern part of 
the West-North Central region (the old manufacturing belt), the East- 
South Central region, and the Pacific Northwest exhibit high 
responsiveness. Those in the Mountain region exhibit very low 
responsiveness, as do a cluster of LMAs around New York City. The 
responsiveness of large LMAs tends to be closer to unity than the 
coefficients for all LMAs, showing a tendency of large areas to 
respond in a way that more closely conforms to the nation. 


Secular Growth Rates The average value for states of the con- 

stant term i, which measures the local 
growth rate that would occur in the absence of growth at the national 
level, is close to zero (.0002). States with a high value of the constant 
include Arizona (.0027), Arkansas (.0021), Colorado (.0025), Florida 
(.0020), Nevada (.0044), and Utah (.0022). These states have a low 
proportion of their labor force in manufacturing and a high 
proportion in agriculture, and they tend to be fairly unresponsive to 
changes in the national employment growth rates; they also tend to 
lead the nation. States with low coefficients tend to be large 
manufacturing states that are highly responsive to national changes, 
lag behind the nation, and conform closely to the national growth 
pattern. 

States with very high values are concentrated in the Southwest and 
Mountain regions. States with very low secular growth are 
concentrated in the East-North Central, New England, the Middle 
Atlantic regions, and the Pacific Northwest. The regional pattern for 
LMAs is similar to that of states. The New England, Middle Atlantic, 
East-North Central, and East-South Central regions and the Pacific 
Northwest exhibit very low values. The southern part of the West, the 
Mountain, and the West-South Central regions all exhibit high values. 


WHY AREAS A number of reasons for variations in 
RESPOND economic cycles among the states have 
DIFFERENTLY? been identified in the empirical research. 


They include: the secular growth rate; the 
local industrial composition; and local labor market characteristics. 


Secular Growth Rate The overall secular population, or em- 
ployment growth rate, of a region is a 
major determinant of responses to the growth cycle. Although the 
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mechanism through which secular trends affect cyclical behavior has 
been neither clearly stated nor empirically tested, a number of possible 
explanations suggest themselves. 

First, the average unemployment rate is strongly and negatively 
related to the population growth rate (Tideman, 1973). Growth areas, 
therefore, will typically have relatively tight labor markets, which 
might encourage firms to minimize employment cycles by hoarding 
labor. Second, employment in growth areas might also be relatively 
concentrated in industries meeting local demands (constructing 
homes, roads, and other longer term projects) and, therefore, be less 
susceptible to the transmission of a national recession. Firms in 
growth areas may be new and reflect modern technology and, 
therefore, be the last to shut down during a recession. Lastly, 
businessmen in growth regions might be more optimistic than those 
elsewhere and might not reduce employment as much as their more 
cautious colleagues. 

Borts (1960) concluded that “on the average, the strongly growing 
states have weak decline rates relative to expansion rates, while the 
weakly growing states have strong decline rates relative to expansion 
rates” (p. 193) over the economic cycle. 


Industrial Composition Employment by sector is not evenly dis- 
tributed through all regions. Industries 
tend to be concentrated in regions where the productive factors that 
they use most intensely are available at low cost. Therefore, to the 
extent that different industries respond differently during cycles, some 
differences in cyclical behavior among regions is to be expected. The 
industrial composition hypothesis was described by Isard (1957): 


Differences in the intensity and timing of regional cycles are explained 

in terms of differences in the sensitivity and responsiveness of particular 

industries. Cycles of a regional economy are simply composites of the 

cyclical movement of the economy’s industries appropriately weighted 

(p23): 

Distinguishing between regional differences in cyclical behavior that 
are attributable to differences in industrial mix and regional 
differences that are attributable to other local economic characteristics 
may be important for the formulation of a countercyclical program. In 
the first instance, the program might have to be targeted at specific 
industries, while in the second instance, the program might be oriented 
toward the individual region. 

In order to assess the importance of industrial composition, Borts 
estimated a hypothetical regional cyclical amplitude—the amplitude 
the region would have experienced if all its industries had behaved in 
the same way as they performed at the national level. The hypothetical 
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states. There was a strong relationship between the actual and the 
hypothetical state cycles in the 1929 to 1937 period, which indicates 
that differences in industrial composition were an important 
determinant of differences among states. This relationship was much 
weaker in the 1948 to 1953 period, indicating that “the postwar cycle 
was characterized by sharper intra-industry-interstate differences in 
cyclical behavior than previously” (p. 201). 

However, two indices of industrial composition—the share of state 
employment in manufacturing and mining and the share of state 
employment in durable-goods manufacturing—were positively corre- 
lated with the speed of decline during the cyclical downturn, and were 
negatively related to the speed of expansion and not strongly 
correlated with the average annual amplitude (Engerman, 1968). 
These findings are reinforced by the work of Tideman (1973), who 
found that the average unemployment in labor-market areas in the 
United States was significantly and positively related to the share of 
local employment in the durable-goods sector. This variable was also 
significantly and positively related to the speed with which the local 
unemployment rate responded to changes in the national unemploy- 
ment rate. 

The shrinking importance of industrial composition in explaining 
local variations probably results from: first, the shift of economic 
activity away from areas of traditional concentration so that 
differences in local economic structures have narrowed; and, second, 
from the increased role of multi-branch, national firms that tend to 
respond to demand reductions by closing older branches, increasing 
intra-industry variations among areas.3 


Local Labor Market The amplitude of a region’s cycle is 
Characteristics affected by the availability of labor. A 
ready supply of labor, either through 
immigration or population increase, reduces a firm’s need to hoard 
labor and, therefore, increases cyclical amplitude. Where the local 
unemployment rate is high, a firm is able to rehire labor during 
upswing relatively easily from the stock of unemployed. In low 
unemployment areas, rehiring is less easy, with consequently higher 
search costs for the firm. In addition, labor in above-average 
unemployment areas might lack the resources or the skills to be mobile 
enough to change locations or jobs during cyclical downturns. The 
result is that cycles in “tight” labor markets are less violent than those 
in “slack” labor markets, all other factors being equal. The size of the 
labor market also affects labor mobility: “other things being equal, as 
size of SMSA increases, alternative employment opportunities 
increase for any occupation” (Hellman, 1973, p. 62). Therefore, a large 
area is less prone to extreme cyclical fluctuations. Labor hoarding will 2/7 
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be encouraged because of the repetitive proximity of competitive 
employers. 

The size and density of the labor market may also affect the level of 
cyclical unemployment in a region. The larger and more dense a labor 
market, the greater the rewards of searching for jobs and, therefore, 
the less time a worker spends between jobs, all other things being 
equal. Tideman (1973) found that the average unemployment rate ina 
labor market area was strongly and negatively related to the size of the 
area and the presence of a large urban area. 


Footnotes to Appendix A 


1. This section is adapted from research conducted by the author while at The Rand Corporation 
and reported in Section Ill of Regional Cycles and Employment Effects of Public Works 
Investments, Georges Vernez, Roger Vaughan, Burke Burright and Sinclair Coleman, R-2052- 
EDA, The Rand Corporation, January 1977. 


2. This section is adapted from Public Works asa Countercyclical Device: A Review of the Issues, 
by Roger Vaughan, R-1990-EDA, The Rand Corporation, July 1976, p. 36ff. 


3. Thus, instead of all establishments experiencing a decline in employment, some will be closed 
and some remain at near full capacity. 


Table A.1 
Results of Regressions of Monthly Rates of Change in State 
Employment on Monthly Rates of Change in National Employment, 


1960-19754 
COEFFICIENT CONSTANT 
STATES» LEAD (-) Bi aj R2 
OR LAG (=)£ 

Alabama 0 .9704 .0003 56 
Arizona 0 8798 .0027 19 
Arkansas =] 4157 .0021 30 
California 0 8296 .0010 48 
Colorado -2 .5277 .0025 10 
Connecticut 0 .9987 -.0003 50 
Delaware 0 1.219 -.0002 27 
Florida 0 1,132 .0020 4l 
Georgia 0 1.041 .0009 59 
Idaho 4 6028 .0017 ll 
Illinois 0 8892 -.0006 54 
Indiana 0 1.601 -.0014 we 
lowa =3 .7806 .0006 Pi) 
Kansas 0 9141 .0001 36 
Kentucky 0 .9302 .0009 35 
Louisiana -! .8666 .0006 31 
Maine 0 8832 .0004 35 
Maryland 0 .7788 0011 .50 
Massachusetts =] .6783 >.0002 .48 
Michigan 0 2.314 -.0030 45 
Minnesota =I .9716 .0005 48 
Mississippi 0 9859 .0010 44 
Missouri 0 9314 .0004 52 
Montana 0 .4607 0011 07 
Nebraska =! 4589 0012 16 
Nevada -1 4534 0044 .03 
New Hampshire 0 1.138 .0000 45 
New Jersey 0 .7889 .0001 55 
New Mexico -l .4767 0015 mle 
New York 0 -7572 .0008 255 
North Carolina 0 1.048 .0008 65 
Ohio 0 1.418 -.0014 Tl 
Oklahoma 0 6869 -.0010 39 
Oregon 2 1.058 .0006 36 
Pennsylvania 0 9989 -.0010 74 
Rhode Island 0 .9797 -.0008 36 
South Carolina 0 1.067 .0009 54 
South Dakota 3 .4091 0014 07 
Tennessee 0 1.016 .0009 56 
Texas 0 .9700 0012 34 
Utah 0 3983 .0022 .06 
Virginia 0 .6402 0019 .26 
Washington -! 1.333 -.0005 40 
West Virginia 0 6484 -.0001 18 
Wisconsin 0 9182 .0002 .46 
Wyoming =2 3505 0014 .02 

Average - 8829 .0002 — 


SOURCE: Georges Vernez et al., Regional Cycles and Employment Effects of Public Works 
Investments, R-2052-EDA, The Rand Corporation, January 1977, p. 295. 


a Monthly rate of change is computed on a three-month moving average. Employment in month 
t, Ey, is defined as Ey =(E t-] + Ey + Et+1)/3. The rate of change, ey, is defined as ey =(E,-Et-1)/Et. 
bBecause of lack of data and analysis problems, North Dakota and Vermont are omitted from 
this table. 

c Lead or lag was computed by running 9 separate regressions for each state in which the local 
employment series was lagged 6, 3, 2, and | months, advanced 6, 3, 2, and | months, and finally 
with no lead or lag. The estimated equation with the highest coefficient of determination (R?) was 
selected and is shown in this table. 
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Table A.2 
Results of Regressions of Monthly Rates of Change in Labor Market 
Area Employment on Monthly Rates of Change in National 
Employment, 1960-19754 


LEAD (—) OR 
LABOR MARKET AREA LAG (=)b COEFFICIENT CONSTANT R? 
Alabama 0 1.610 -.0011 08 
Birmingham 0 1.610 -.0011 .08 
Huntsville -1 1.572 0014 03 
Mobile 3 6266 -.0002 07 
Montgomery -l 1.016 .0004 09 
Tuscaloosa -l .7956 0016 .04 
Arizona 
Phoenix 0 1.107 .0028 .26 
Tucson =] .3728 .0033 05 
Arkansas 
Fayetteville -l 1.056 .0030 06 
Little Rock =! .4547 .0022 13 
Pine Bluff 0 1.072 .0001 18 
California 
Anaheim -l .8265 0054 All 
Bakersfield 6 -5842 .0007 .08 
Fresno -2 .6729 0016 .10 
Los Angeles 0 9835 -.0010 -50 
Modesto -1 7345 0024 04 
Oxnard 0 8305 .0032 ll 
Riverside 0 6552 .0020 18 
Sacramento -2 .3647 .0019 05 
Salinas =] 8405 .0019 ll 
San Diego 0 9011 0015 19 
San Francisco 0 -7885 .0002 39 
San Jose 0 NE) 49/ .0028 Pal 
Santa Barbara -2 .5075 .0029 04 
Stockton -! 1.143 .0004 15 
Vallejo =] 4797 .0020 05 
Colorado 
Denver -l 4051 .0027 .06 
Connecticut 
Bridgeport 0 9889 -.0010 .27 
New Britain 0 1.465 -.0022 AVA 
New Haven 0 .6195 .0003 13 
Stamford =6 7158 .0005 17 
Waterbury 0 1.155 -.0010 31 
Delaware 
Wilmington 0 1.171 -.0002 22 
Florida 
Ft. Lauderdale 0 2.039 0016 31 
Jacksonville =2 .7829 .0012 14 
Miami 0 1.064 0017 29 
Orlando 0 .8498 .0037 .07 
Pensacola 0 5331 0015 .09 
Tampa 0 1.28] 0015 30 
Georgia 
Atlanta 0 1.032 .0018 40 
Augusta -! .9700 .0001 +25) 
Macon 0 9402 -.0002 21 
Savannah = 1.300 -.0011 iD 
Idaho 
Boise ae 3131 0041 03 
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Illinois 
Chicago 
Davenport 
Peoria 
Rockford 


Indiana 
Evansville 
Fort Wayne 
Gary-Hammond 
Muncie 
South Bend 
Terre Haute 


Iowa 
Cedar Rapids 
Des Moines 
Dubuque 
Sioux City 
Waterloo 


Kansas 
Topeka 


Kentucky 
Lexington 
Louisville 


Louisiana 
Baton Rouge 
Lake Charles 
Monroe 
Shreveport 


Maine 
Lewiston 
Portland 


Maryland 
Baltimore 
Michigan 
Ann Arbor 
Bay City 
Detroit 
Flint 
Grand Rapids 
Jackson 
Kalamazoo 
Lansing 
Muskegon 
Saginaw 
Minnesota 
Minneapolis 
Mississippi 
Jackson 
Missouri 
Springfield 
Montana 
Billings 
Great Falls 
Nebraska 
Lincoln 
Omaha 
Nevada 
Las Vegas 
Reno 


So 


So=-coo=-oocseseo 


So So 


wo w& 


i) 


0 


9374 
8871 


1.809 


1.506 
1.242 
9750 
1.498 
1.685 
1.001 


IES 55) 
6326 
.7788 

1.022 

1.779 


5295 


1.306 
1.172 


8549 


-1046 


5589 
1490 


-3388 
6093 


-7661 
-.2840 


-.0009 

0000 
-.0001 
-.0017 


-.0010 

-0001 
-.0004 
-.0016 
-.0025 
-.0007 


-.0012 
0010 
.0012 

-.0001 

-.0020 


0010 


0016 


0009 


0014 
0014 


0012 
0009 


0019 
0054 


LA 


.07 


05 
01 


15 


.07 
01 


215 


216 


New Jersey 


Atlantic City 
Hackensack 
Jersey City 
Newark 
Paterson 
Trenton 


New Mexico 


Albuquerque 


New York 
Albany 
Binghamton 
Buffalo 
Elmira 
Nassau-Suffolk 
New York City 
Rochester 
Rockland County 
Syracuse 
Utica 
Westchester County 
North Dakota 
Fargo 
Ohio 
Youngstown 
Oklahoma 
Oklahoma City 
Tulsa 


Oregon 
Eugene 
Portland 
Salem 


Pennsylvania 
Allentown 
Altoona 
Erie 
Harrisburg 
Johnstown 
Lancaster 
Philadelphia 
Pittsburgh 
Reading 
Scranton 
Wilkes-Barre 
York 
Rhode Island 
Providence 
South Carolina 
Columbia 
South Dakota 
Sioux Falls 
Tennessee 
Chattanooga 
Knoxville 
Texas 
Dallas 
Houston 
Vermont 
Burlington 
Springfield 
Virginia 
Lynchburg 
Roanoke 


" 
&® eooull 


ecocooocot 


econ 


econoo—-co-ooce 


o 


=3 
0 


6888 
-7923 
-7645 
8352 


8099 


.2373 


1.079 
8594 


1.066 
6776 


1.337 
1.797 


9704 
-7303 


0002 
.0013 
-.0020 
-.0001 
~.0004 
0003 


.0021 


0000 
-.0011 
-.0031 
-.0013 

0017 
-.0013 

0000 

0030 
-.0004 
-.0014 
-.0006 


0075 
-.0027 


0023 
0006 


0016 
0023 


-.0004 
-.0013 
-.0002 

.0003 
-.0017 

0004 

.0007 
-.0011 
-.0005 
-.0012 
-.0010 
-.0002 


-.0009 
.0028 
0023 


.0002 
.0007 


0013 
0029 


0012 
-.0030 


-.0001 
0014 


19 


12 
.33 


47 


.29 
.20 
-16 
.23 
.20 
Yes) 
48 
.30 
35 
.29 
14 
.33 


38 


01 


21 
.20 


42 
.19 


16 
18 


.27 
21 


Washington 


Seattle -1 1.959 -.0017 33 
Spokane 0 8795 .0000 al 
Tacoma 0 1.175 -.0003 29 
Virginia 
Charleston = -7602 -.0005 10 
Wheeling 0 .1446 -.0004 .07 
Wisconsin 
Green Bay eal 7424 .0020 .24 
Kenosha =2 1.229 .0000 01 
La Crosse =6 1.048 .0004 .07 
Madison =| .6543 .0021 19 
Racine =] 1.145 .0002 mli7, 
Wyoming 
Caspar 3 .4657 .0006 .02 
Cheyenne =] .8302 -.0010 02 
Average a 1.011 .004 —_ 


SOURCE: Georges Vernez et al., Regional Cycles and Employment Effects of Public Works Investments, 
R-2052-EDA, The Rand Corporation, January 1977, pp. 296ff. 


aMonthly rates of change are computed ona three-month moving average. The employment in 
month, t, Ef, is defined as (E t-| + E; + Et+])/3. The monthly rate of change, e;, is defined as (Et - 
Et-1)/ Et. 

bLead or lag was computed by running 9 separate regressions for each LMA in which the local 
employment change series was lagged 6, 3, 2, and | months, advanced 6, 3, 2, and | months, and 
finally left with no lead or lag. The estimated equation with the highest coefficient of 
determination (R2) was selected and is shown in this table. 
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APPENDIX B 
THE MICHIGAN 
STABILIZATION FUND 


Below is the enabling legislation setting up the State of Michigan 
Stabilization Fund (Public Acts 1977, No. 76): 


AN ACT to create a counter-cyclical budget and economic stabilization 
fund; to provide for transfers into and out of the fund; to provide for the 
maintenance and administration of the fund; to relate the operation of the 
fund to the budget process of this state; and to prescribe the powers and duties 
of certain state officers. 


The People of the State of Michigan enact: 


21.401 Definitions [M.S.A. 3.116(51)] 

Sec. 1. As used in this act: 

(a) “Adjusted personal income” means the total personal income of this 
state, less transfer payments, adjusted for inflation. The adjustment for 
inflation shall be determined by reducing the total personal income of this 
state less transfer payments for a given calendar year by the average of the 
Detroit consumer price index for the 12 months ending 6 months before the 
given calendar year ends. 

(b) “Annual growth rate” means the percentage change in adjusted 
personal income for the current calendar year as compared to adjusted 
personal income for the calendar year immediately preceding the current 
calendar year. The annual growth rate shall be rounded off to the nearest 
0.1%. 

(c) “Current calendar year” means the year that ends on December 31 in 
which the determination of the transfer into or out of the fund is being made. 

(d) “Detroit consumer price index” means the most comprehensive index of 
consumer prices available for the Detroit area from the bureau of labor 
statistics of the United States department of labor. 

(e) “Fund” means the counter-cyclical budget and economic stabilization 
fund created by this act. 

(f) “General fund revenue” means all general purpose tax revenue and other 
unrestricted general purpose revenue of the state that is credited to the general 
fund and from which appropriations may be made. 

(g) “Personal income” is as defined by the bureau of economic analysis, 
U.S. department of commerce. 

(h) “Transfer payments” are as defined by the bureau of economic analysis, 
U.S. department of commerce. 


21.406 General appropriation bill to contain final estimate of transfer into or 
out of fund. [M.S.A. 3.116(56)] 
Sec. 6. The legislature shall include a final estimate of the transfer into or 
218 out of the fund required by section 3 of this act in the general appropriations 


bill which contains the revenue estimate required by section 31 of article 4 of 
the state constitution of 1963. 


21.407 Adjustment of transfer into or out of fund; adjustment of 
appropriation from fund. [M.S.A. 3.116(57)] 

Sec. 7.(1) The transfer into or out of the fund as provided in section 3 of this 
act, for each fiscal year beginning after September 30, 1978, shall be adjusted 
in light of revision in the annual growth rate for the calendar year upon which 
that transfer was made. The adjustment shall be directly proportional to an 
increase or decrease in the annual growth rate, but the adjustment shall not be 
in excess of 1% multiplied by the total general fund revenue of the fiscal year 
upon which the transfer was based. The basis for an adjustment shall be a 
change in the personal income level for that calendar year as determined by 
the bureau of economic analysis of the United States department of 
commerce in the last report it makes prior to April 30 of the fiscal year in 
which that calendar year ended. 

(2) An appropriation from the fund as provided in section 4 shall be 
adjusted for a change in the unemployment rate statistics for the 4 quarters 
immediately preceding the quarter in which the appropriation is to be made, 
as long as an adjustment has not already been made in an appropriation from 
the fund because of a prior change inthe unemployment rate statistics for | or 
more of those 4 quarters. A change in the unemployment rate statistics shall 
not be made until that change is certified by the director of the Michigan 
employment security commission. 

(3) Anadjustment made pursuant to subsection (2) shall not be made unless 
the change in the unemployment rate statistics would have provided for a 
different percent of the fund to be appropriated under section 4. If the 
adjustment creates a general fund liability, that liability shall be offset against 
future appropriations which would have been made under section 4. 


21.408 Rebating excess balance in fund. [M.S.A. 3.116(58)] 

Sec. 8. If the balance in the fund at the end of a fiscal year exceeds 25% of 
the actual state general fund revenue for that fiscal year, the excess shall be 
rebated on the individual income tax returns filed following the close of that 
fiscal year according to a schedule to be established by law. 


21.409 Appropriation from fund to raise general fund revenue to level 
originally anticipated. [M.S.A. 3.116 (59)] 

Sec. 9. In each fiscal year in which a transfer to the fund takes place, if the 
general fund revenue falls short of the level upon which a balanced general 
fund budget was adopted for that year and the shortfall cannot be attributed 
to a change by public act in the tax rate, the tax base, fee schedules, or any 
other change in the revenue sources by which the general fund estimate was 
made, an amount not to exceed the amount deposited into the fund for that 
fiscal year, may, by majority vote of the members elected to and serving in 
each house, be appropriated from the fund to raise general fund revenue to 
the level originally anticipated. 
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21.402 Counter-cyclical budget and economic stabilization fund; creation; 
administration; purpose. [M.S.A. 3.116(52)] 

Sec. 2. A counter-cyclical budget and economic stabilization fund is 
created and shall be administered by the state treasurer to assist in stabilizing 
revenue and employment during periods of economic recession and high 
unemployment. 


21.403 Annual growth rate; transfers into and out of fund; formula.[M.S.A. 
3.116(53)] 

Sec. 3 (1) When the annual growth rate is more than 2% except as provided 
in section 12, the percentage excess over 2% shall be multiplied by the total 
general fund revenue for the fiscal year ending in the current calendar year to 
determine the amount to be transferred to the fund from the general fund in 
the fiscal year beginning in the current calendar year. 

(2) When the annual growth rate is less than zero, the percentage deficiency 
under zero shall be multiplied by the total general fund revenue for the fiscal 
year ending in the current calendar year to determine the eligible amount to be 
transferred to the general fund from the fund in the current fiscal year. When 
the formula calls for a larger transfer from the fund than is necessary to 
balance the current fiscal year general purpose budget, the excess shall remain 
in the fund. 


21.404 Appropriation from fund where state unemployment rate is 8% or 
more; purposes; table. [M.S.A. 3.116(54)] 

Sec. 4. (1) In a calendar quarter following a calendar quarter in which the 
state unemployment rate as certified by the director of the Michigan 
employment security commission is 8% or more, an amount may be 
appropriated from the fund by the legislature for the purposes listed in this 
section in accordance with the following table: 


Percent of unemployment in the Percent of fund available for economic 
calendar quarter preceding stabilization during the calendar 
the calendar quarter in which quarter following a calendar quarter 


an amount may be appropriated of high unemployment 


8.0 - 11.9% 2.5% of fund balance 
as of first day of calendar quarter. 
12.0% and over 8.0% of fund balance 


as of first day of calendar quarter. 


(2) The legislature may appropriate by law money from the fund in the 
amounts as provided in this section to assist in the following counter-cyclical 
economic stabilization purposes: 

(a) Capital outlay. 

(b) Public works and public service jobs. 

(c) Refundable investment or employment tax credits against state business 
taxes for new outlays and hiring in this state. 

(c) Refundable investment or employment tax credits against state business 
taxes for new outlays and hiring in this state. 

(d) Any other purpose the legislature may provide by law which provides 
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21.405 Executive budget to contain estimate of transfer into or out of fund. 
[M.S.A. 3.116 (55)] 

Sec. 5. The executive budget for each fiscal year beginning after September 
30, 1978, shall contain an estimate of the transfer into or out of the fund 
required by section 3 of this act. 


21.410 Emergency appropriation; conditions; additional transfer from fund 
to be made for current fiscal year only. [M.S.A. 3.116(60)] 

Sec. 10. (1) The legislature may make an emergency appropriation subject 
to all of the following conditions: 

(a) The maximum appropriation from the fund for budget stabilization as 
provided in section 3(2) has already been made for the current fiscal year. 

(b) The legislature has approved the emergency appropriations bill by a 2/3 
majority vote of the members elected to and serving in each House. 

(c) The emergency appropriations bill becomes law. 

(2) The additional transfer from the fund may be made only for the current 
fiscal year. 


21.411 Combining amounts in fund; accrual of earnings from investment of 
fund; separate accounting; crediting transfer to fund. [M.S.A. 3.116(51)] 

Sec. 11. Amounts in the fund may be combined by the state treasurer with 
other amounts in the state treasury for purposes of cash management. The 
earnings from investment of the fund shall accrue to the fund. The fund shall 
be accounted for separately from other funds of the state. A transfer to the 
fund shall be credited toward the fund balance at the start of the fiscal year in 
which the transfer takes place subject to later revision according to section 7 
in the same fiscal year. 


21.412 Transfer when annual growth rate is more than 4%. [M.S.A. 
3.116(62)] 

Sec. 12. For the fiscal year beginning October 1, 1977, a transfer shall be 
made only when the annual growth rate is more than 4%. The percentage 
excess over 4% shall be multiplied by the total general fund revenue for the 
fiscal year beginning October 1, 1976, to determine the amount to be 
transferred to the fund from the general fund. 

This act is ordered to take immediate effect. 

Approved August 2, 1977. 
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APPENDIX C 
JOBS CREATED BY 
COUNTERCYCLICAL PUBLIC 
WORKS AND PUBLIC 
EMPLOYMENT PROGRAMS: 


Since a major objective of the public works and public employment 
and training components of a countercyclical strategy is to provide 
jobs for those left underemployed or unemployed by a recession, a 
major task in planning a state stabilization strategy is determining how 
many jobs—and jobs for whom—are created, and also what type of 
workers and households will typically benefit. The following analysis, 
of necessity, rests on past experience with federal programs, but the 
results can provide some estimates and lessons for state officials as 
they design their own stabilization strategies. 


THE NUMBER Gross short run employment generated 
OF JOBS CREATED bya program is the sum of three types of 
impacts:2 


B Direct employment created by the expenditure of public funds in the 
form of wages to on site labor for public works and to public 
employees for public service employment. 

@ /ndirect employment created in industries supplying the program 
with materials, supplies, and services. 

B Induced employment resulting from the consumption expenditures 
by those workers directly and indirectly employed by the projects and 
the major supplying industries. 


This distinction is important. First, each type of job is created at 
different speeds. Direct jobs will be first, and their speed can be 
controlled by program administrators. Induced jobs will follow after a 
lag and are difficult to control. Second, the geographical distribution 
of the jobs differs. Direct jobs are more likely to be filled by local labor. 
Indirect and induced jobs will be generated where supplying industries 
are located. Third, only the eligibility for direct jobs can be influenced 
by hiring guidelines. Other types of jobs are less amenable to selective 
hiring. Fourth, by identifying induced jobs, potential supply 
bottlenecks can be anticipated. 


Direct Job Creation Table C.1 shows estimates of the number 

of direct jobs created per | billion of 1975 
dollars by public works projects and public service employment pro- 
grams. Deflating these data to 1980 dollars yields estimates that new 
public works generated an average of 1.2 to 2.1 on site jobs per 
$100,000 of expenditure, while projects involving repair and 
rehabilitation generated 1.2 and 2.5 jobs. Public service employment 
programs generated between 12 and 14 jobs per $100,000—four to 
seven times more than public works projects. The difference is largely 
attributable to two factors: 90 percent of public service employment 
funds were for direct wages, and only 10 percent for materials and 
equipment; for public works, however, between 20 and 40 percent of 
the expenditure is spent on wages for on site labor. Second, a 
maximum annual wage ceiling of $10,000 to $12,000 was imposed on 
public service employment, while on site labor salaries are those 
prevailing in the construction industry. 

The number of on site jobs created by public works varies by type of 
project. On site labor requirements differ depending on whether 
private contractors (bid projects) or local government agencies (force 
account projects) build the projects (Sulvetta and Thompson, 1975). 
Among PWIP projects, the average force account project generated 
nearly twice as many on site jobs (3.2 per $100,000) as the average bid 
project (1.8 per $100,000). 

The number of persons that will work under a program will be larger 
than the number of man-years shown in Table C.1 because the average 
worker usually holds a job for less than a year—a man-year could 
provide jobs for 12 persons working one month each. Under the PWIP 
program of 1972-1973, the average duration of employment was one 
month. Because of the nature of public works jobs, 58 percent of the 
workers on the projects sampled held jobs for no more than 80 hours 
(Sulvetta and Thompson, 1975). High labor turnover on public works 
projects reduces their ability to assure income or skill maintenance 
during an economic slowdown. In contrast, public service jobs have 
been of much higher duration—13.4 months under the PEP 
program—with only small variations around this mean among 
different socioeconomic groups (Westat, 1975). 


Indirect Job Creation Estimates of the number of jobs created 

in major supplying industries, presented 
in Table C.1 are available only for new public works construction. The 
national input-output table was used to convert on site demands into 
final demands for labor using industry-specific marginal ratios of out- 
put to employment. The average project generates an estimated 0.7 
indirect man-years in supplying industries per $100,000 expended. In- 
direct job creation varies from 0.6 to 1.6 man-years per $100,000, 
depending on the project. About one third of this employment is 223 


TABLE C.1 
Estimated Gross Direct and Indirect Employment Effects Per $1 Billion 
of 1975 Dollars on PW or PSE Programs, by Type of Projects 
(in man-years) 


Estimated Direct Employment by Selected Studies (man- year)" Indirect’ 
Employme 


Vernez et al. Sulvetta & National Westat CBO Vernez e 
(1977) Thompson Council for (1975) (1975) (1977) 
(1975) UED (1975) 


PUBLIC WORKS, 
NEW 
CONSTRUCTION 


Building 
Construction 

Private one-family 

housing 19,076 9,022 
Public housing 31,947 8,644 
Schools 26,987 18,970 10,935 
Medical buildings 30,062 24,372 10,178 
Nursing homes 29,573 10,404 
College housing 33,547 10,564 
Federal office 

buildings 18,600 
Municipal office 

buildings 18,600 
Multi-purpose 

municipal 

buildings 13,754 
Jails and police 

stations 11,220 
Fire, ambulance 

or rescue 

vehicle stations 19,633 
Municipal airport 

buildings and 

passenger 

terminals 25,736 


Heavy Construction 
Highways or roads 20,089 18,595 10,484 
Water and sewer 
lines 21es72 
Water lines 14,080 
Sewer lines 27,295 16,079 10,617 
Water/sewer 
system 27,098 
Sewer plants 29,404 479 
Civil works 
Large earth-fill 
dams 38,578 8,673 
Small earth-fill 
dams 39,271 10,370 
Local flood 
protection 45,396 9,806 
Pile dikes 36,987 13,372 
Levees 43,991 4,528 


Estimated Direct Employment by Selected Studies (man- year)? ndivech 
Employment 


Vernez et al. Sulvetta & National Westat CBO Vernez et al. 
(1977) Thompson Council for (1975) (1975) (1977) 
(1975) UED (1975) 

Revetments 17,120 24,941 
Powerhouse 

construction 26,444 13,665 
Medium concrete 

dams 43,227 8,442 
Lock and 

concrete dams 32,773 14,621 
Large multiple 

purpose 49,351 9,174 

projects 


Dredging 45,484 6,642 
Miscellaneous 34,836 10,240 


Others 
Recreational 
facilities 16,207 
Conservation, 
beautification 19,992 
Industrial site or 
parks 14,787 


Sample Average 33,387 18,278 28,150° 10,725 


PUBLIC WORKS, 
REPAIRS AND 
ADDITIONS 


Building additions 15,861 

Building 
renovations, 17,360 39,050° 
remodeling and 
restorations 


PUBLIC 
SERVICE a 
EMPLOY MENT 133,000 125,000° 


NOTES: All estimates are of gross employment accounting for no employment substitution due to 
either the mode of financing or the displacement of state and local expenditures by federal expen- 
ditures. Blank means not available. 


a Direct employment is defined as number of jobs created on-site for public works and public service 
employment. 


b Indirect employment is defined as number of jobs created in major supplying industries of 
materials for public works construction. Estimates shown are estimates of jobs increase over present 
levels (marginal) rather than increase of jobs in average. 


c From survey of 46 public works projects proposed by eight cities under the Public Works Impact 
Program. 


d Average annual cost per job under the public employment program was estimated at about $7500 
including administrative costs and fringe benefits. 


e CBO assumed a cost of $8000 per job which is approximately equal to the average cost per job 
under Title VI of CETA, including fringe benefits and administrative costs. 


SOURCE: Vernez and Vaughan, September 1978, p. 31. 


created in the manufacturing sector, one third in the transportation 
sector, and one third in the wholesale and retail trade sector. Indirect 
job creation by public service employment programs has been 
negligible since most expenditures were for participant wages. These 
estimates are, at best, rough approximations. 


Total Job Creation On site and indirect employment repre- 

sents between one third and one half of 
the total gross jobs generated by increased public works investments 
and up to 85 percent for a public service employment program (Tables 
C.l and C.2). The remaining jobs result from consumption 
expenditures of participants and investment expenditures of busi- 
nesses in response to increased demands among sectors and regions, 
but concentrated on non-durable goods, as are jobs resulting from a 
personal income tax cut. 

Table C.2 presents estimates of the total number of jobs created per 
$1 billion expended in public service employment, public works, and 
three alternative programs—government purchases, personal tax cuts, 
and revenue-sharing. Also shown in the table is the timing of job 
creation following initiation of outlays; the initial impact shown is 
spread over three to six months. For each of these programs there are 
two, sometimes three, estimates that were made using different models 
and assumptions. Because of the different models employed, the 
estimates presented in Table C.2 are order of magnitude rather than 
precise measures of total job impact. Comparing programs, a public 
service employment program that includes provisions for a wage 
ceiling and a requirement for funds to be spent mostly on participants’ 
wages creates the most jobs, particularly during the first year. 
However, if displacement of local by federal funds is high, reflected in 
the lower figure in the range, public service employment has no clear 
advantage over the other programs. Tax cuts create the fewest jobs, 
although at least one estimate places a personal tax cut on a equal 
footing with revenue-sharing, government purchases, and public 
works. There is no strong evidence that the three latter programs 
create significantly different numbers of jobs. 

Displacement makes it difficult to accurately estimate the number of 
jobs created, not only by public service employment but also by any 
fiscal program that channels funds through state and _ local 
governments such as public works and antirecessionary revenue- 
sharing. 


WHO BENEFITS? The discussion in Chapter 4 showed that 
there are wide sectoral, occupational, and 
regional variations in the impacts of national business cycles. This 
section examines how the jobs created by countercyclical public works 
226 and public service employment programs match these variations. 


Table C.2 
Alternative Estimates of Total Employment Generated 
by Selected Countercyclical Programs 
(in man-years) 


Increase in jobs per $1 billion 


Type of Program Source Initial effect 12 months 24 months 
Public Works 
Corps of Engineers 65,000 
Highway 81,000 
Railroad and 
mass transit Bezdek and NA NA 84,000 
Hannon (1974) 
Educational facilities 85,000 
Water and waste 
treatment 82,000 
Sewer plant 90,600 108,000 
Flood protection Vernez et al., 127,000 183,000 
(1977) 
Federal office building 42,300 131,000 
Accelerated 
public works@ CBO (1975) 16-46,000 56,70,000 64-80,000 
Public Service 
Employment CBO (1975) 80-125,000 90-145,000 90,150,000 
Johnson and 
Tomola (1975) 17-111,000 31-126,000 77-162,000 
Government Purchases CBO (1975) 20-50,000 40-70,000 60-80,000 
Johnson and 
Tomola (1975) 6,000 54,000 99,000 
Tax Cut© Bezdek and 
Hannon (1974) NA NA 87,000 
CBO (1975) 12-22,000 39-52,000 45-60,000 
Johnson and 
Tomola (1975) 200 15,000 51,000 
Revenue-sharing to 
state and local 
governments CBO (1975) 40-77,000 70-97 ,000 72-100,000 


NOTE: NA means not available. 


a The range shown reflects alternative assumptions on the mix of public works projects that might 


be implemented. 


b The range shown reflects alternative assumptions on displacement of state and local funds by 
federal funds. The higher figure reflects no displacement, while the lower figures reflect moderate 
displacement (CBO) or large displacement (Johnson and Tomola). 
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c In all estimates the tax cut is assumed to be entirely on personal taxes. If the tax cut were to be 


One-third corporate and two-thirds personal, job creation would be about 50 ercent smal 
(CBO, 1975). ; 4 


SOURCE: Roger H. Bezdek and Bruce Hannon, “Energy, Manpower and The Highway Trust 
Fund,” Science, Vol. 185, No. 4152, August 1974, pp. 669-675; Congressional Budget 
Office, Temporary Measures to Stimulate Employment, Congress of the United States, 
U.S. Government Printing Office, Washington, D.C., September 1975; George E. 
Johnson and James D. Tomola, The Efficacy of Public Service Employment Programs, 
Office of Evaluation, U.S. Department of Labor, Technical Analysis Paper No. 17A, 
June 1975; Georges Vernez et al., Regional Cycles and Employment Effects of Public 
Works Investments, The Rand Corporation, R-2052-EDA, January 1977. 


Sectors and Industries Public works target effectively on the 

industries most affected by national re- 
cessions—construction and durable goods. Estimates presented above 
indicate that approximately one third of the amount spent on public 
works projects goes for on site labor in the construction sector, and 
about one job in four created by a public works program is in the 
construction sector. This is compatible with the relatively large cyclical 
amplitude of this sector. Forty percent to sixty percent of the cost ofa 
public works project is for supplies of material, although the amount 
varies considerably among projects. Table C.3 shows the dollar 
demands per $1000 expended for the output of selected industries by 
the project making the heaviest demand on that industry. Public works 
projects make relatively heavy demands on the lumber and wood 
products industry (SIC 24) and the primary metals industry (SIC 33). 
Both industries experience high cyclical amplitude. Some heavy 
construction projects make intensive demands on the transportation 
equipment industry (SIC 37), which also exhibits high cyclical 
amplitude. On the other hand, heavy construction projects also draw 
upon the output of the mining sector (SIC 14), which exhibits low 
cyclical amplitude, raising the possibility of supply constraints in 
mining. 

For public service employment programs, most expenditures go for 
salaries and thus are directed toward creating jobs in the public sector, 
which does not exhibit strong cyclical patterns. The success of the 
program, therefore, depends on the mobility of the labor force 
between local public and private sectors. 

The pattern of demand for supplies and services arising from a 
marginal increase in public service employment expenditures has not 
been investigated. From the pattern of demands for supplies of 
materials and services arising from the average pattern of state and 
local expenditures shown in Table C.3 the following observations can 
be made. The local public sector places considerable demands upon 
the construction sector, particularly for maintenance and repair 

228 works, about half as much as actual construction projects per $1000 of 


expenditure. Public services also demand supplies from the chemicals 
industry (SIC 28) and the petroleum and related products industry 
(SIC 29), two industries that exhibit low cyclical amplitude. Since 
countercyclical public employment funds are designated for personnel 
rather than service delivery, however, there will be less demand for 
materials and services than is suggested by these average data. 

Both public works and public service employment programs may 
also create jobs because of the increased consumption spending by 
those benefiting from direct and indirect jobs. It is difficult to estimate 
the distribution of these jobs among sectors. Increased consumer 
expenditures will be spent predominantly on housing and food. 
Among the industries identified in Table C.3 private consumption and 
expenditures are concentrated on petroleum products (SIC 29)—a low 
amplitude industry—electrical equipment (SIC 36), and transpor- 
tation equipment (SIC 37)—a high amplitude industry. 


Occupations Over half of those employed in the public 

sector are in professional and technical 
occupations and service, while the construction sector employs a 
heavy concentration of craft and related workers and unskilled 
laborers. In general, the public sector draws upon occupations that are 
not heavily affected by national cyclical downturns, while the 
construction sector is composed of occupations that exhibit high 
cyclical amplitude. 

The distribution of occupations differs by level of government. 
Professional and technical workers compose a much higher per- 
centage of workers at the state government level than at the local level. 
Conversely, local governments employ a higher concentration of 
laborers and service workers than state governments. Neither level of 
government employs a high percentage of craftsmen and operatives. 
Therefore, the demand for different occupations will depend upon the 
allocation of public service employment funds between state and local 
governments. 

It is difficult from these average data to determine the extent to 
which a public service employment program could utilize skilled or 
unskilled labor. The results of two studies are conflicting with respect 
to the share of new jobs that could be filled by unskilled labor. The 
National Civil Service League conducted interviews with Chicago City 
Personnel Administrators in 1970 and 1971, and reported that 70 
percent of the new jobs needed immediately were suitable for unskilled 
labor. These jobs included attendants, assistants, and custodial 
workers. Levy and Wiseman (1975) investigated needed positions in 
San Francisco and Oakland, limiting their search to existing 
government slots in the central municipal and educational branches of 
public service. To assure conservative estimates of demand, they 
included only those positions that were truly accessible to low-skilled 229 
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labor.‘ It was found that 21 percent of 3971 jobs available in Oakland 
and 6 percent of 24,034 jobs available in San Francisco could use low- 
skilled workers. Further research from a much broader sample of cities 
is needed to determine the types of jobs that might be created by a 
countercyclical public service employment program. The demand for 
supplies of materials by public works projects generates manufac- 
turing jobs, a sector that contains a high concentration of operatives 
and craft workers, two occupational groups typically experiencing a 
high rate of cyclical unemployment. 


Socioeconomic Table C.4 compares the socioeconomic 
Groups characteristics of participants in a num- 

ber of past service employment programs 
(PEP and CETA Titles I] and V1), the Public Works Impact Program, 
and Manpower programs directed predominantly at structural unem- 
ployment, and the characteristics of program participants with those 
of the unemployed and the labor force. Public works and public 
service employment programs have uneven benefits for the groups in 
the labor force most affected by the recession. 

Countercyclical public service employment programs reach pro- 
portionately more males than the manpower programs directed at 
structural unemployment. The concentration on male employment 
remains above the share of males in total unemployment, but this is 
compatible with the fact that males are more affected by cyclical 
unemployment than females. Countercyclical public works programs 
probably target almost exclusively on male labor, which constitutes 95 
percent of the work force in the construction industry and 80 percent in 
the durable goods industry. 

The low targeting of countercyclical public service employment and 
public works programs on the young (aged 21 or less) is not consistent 
with the relatively high concentration of youth in both total and 
cyclical unemployment. About one fifth of public service employment 
program jobs go to the young, but they represent more than one third 
of all those unemployed during recessions. Less than 10 percent of the 
jObs in public works projects are expected to goto youth. Targeting on 
youth requires an expansion of manpower programs that provide 
training and other services. Youth is heavily represented in past and 
present manpower programs (Table C.4). 

Workers with a high school education or more are overrepresented 
in countercyclical public service employment programs. During the 
second quarter of FY 1976, nearly 80 percent of new entrants to public 
service employment under the CETA program were well educated, a 
result of the fact that the average education of state and local 
employees is above that of workers in general. Public service 
employment programs have provided little or no money for training or 
supplies, which has encouraged the hiring of those that need the fewest 


support services. Providing productive jobs for at least half the 
cyclically unemployed may require the inclusion of a training 
component in countercyclical public service employment programs or 
an expansion of manpower programs during recessionary years. 

Both countercyclical public works and public service employment 
programs have provided a large share of jobs for minorities, although 
to a lesser extent than manpower programs. The purpose of 
countercyclical programs is to provide jobs for the unemployed. Yet 
up to 30 percent of public service employment participants and 60 
percent of PWIP participants were reported as having been employed 
on the day prior to program entry, despite the public service 
employment program provisions that required from one to four weeks 
of unemployment for program eligibility, PWIP had no eligibility 
requirement. 

Another important conclusion derived from Table C.4 is that 
countercyclical programs draw a number of participants who were not 
in the labor force on the day prior to program entry. There is, however, 
no information to indicate whether these enrollees are new entrants or 
re-entrants—perhaps discouraged workers—to the labor force. 

A secondary goal of PSE programs is to reduce dependence on 
public assistance by providing a productive alternative to welfare. 
Table C.4 indicates that up to 15 percent of public service employment 
participants continued to receive some form of public assistance— 
including Aid to Families with Dependent Children, public housing, 
or food stamps—whlie enrolled in the program. Reduced welfare costs 
are a benefit, but not as extensive as one would expect. 


Footnotes to Appendix C 


1. This appendix is adapted from Assessment of Countercyclical Public Works and Public 
Employment Programs, by Georges Vernez and Roger Vaughan, R-2214-EDA, The Rand 
Corporation, September 1978, Sections III and IV. 


2. In addition to short-run job creation, public works, public service employment, and other 
fiscal programs may lead to the creation of jobs for maintenance and operation and may attract 
new firms to the area. These effects result from induced structural changes that stimulate local 
economic development. Studies of long-run employment effects are not reviewed in this report. 
Fora review of the long-run employment effects of public works, see Vaughan(1976, pp. 62-69). 
Net job creation will differ from gross job creation because of displacement and substitution 
(Chapter I). 


3. These estimates are derived from studies of input requirements or from program evaluation 
studies. See Vernez and Vaughan (1978, Appendix H) and Vernez et al. (1977). The 1975 
estimates reported in these studies have been converted into 1980 dollars using the Department of 
Commerce composite index of construction costs, and an estimate of a 12 percent cost increase 
1979-1980. This leads to a deflation of earlier job creation estimates per dollar of 0.65. Public 
service employment estimates have been deflated by the CPI, a 0.60 deflation. 


4. If publicemployment funds were used to fill regular civil service jobs, the number of jobs would 
decline by 30 or 40 percent. 
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